ECONOMICS 
FOR  EXECUTIVES 


A  SERIES  OF  TWENTY  -  FOUR 
READING  TEXTS  WHICH  CONSTI- 
TUTE AN  INTERPRETATION  OF 
THE  UNDERLYING  PRINCIPLES 
OF  ECONOMICS  AND  BUSINESS 
FOR  MEN  AND  WOMEN  IN 
PRACTICAL  LIFE 


EDITED     BY 

GEORGE    E.    ROBERTS 


AMERICAN    CHAMBER    OF   ECONOMICS 

INCORPORATED 
NEW    YORK 


READING    TEXT    XVI — ECONOMICS    FOR    EXECUTIVES 


PANICS,  CRISES,  AND 
DEPRESSIONS 


EDITED   BY 

GEORGE    E.    ROBERTS 


AMERICAN  CHAMBER  OF  ECONOMICS 

INCORPORATED 
NEW   YORK 


Copyright,  1922,  by 
American  Chamber  of  Economics 
incorporated 

Copyright  in   Great  Britain,   1922,  by 

American  Chamber  of  Economics 

incorporated 

All  Rights  Reserved 


CONTENTS 


PAGE 


I.     Introduction 7 

II.     Some  Popular  Illusions  ....       9 

III.  The  Fundamental  Explanation  of 

Crises 17 

IV.  Fluctuations  in  the  Value  of  Cir- 

culating Credit 40 

V.     Panics 51 

VI.     Price  Movements  and  the  Crisis  of 

1920-1921 58 

VII.     The  Prevention  of  Crises  and  De- 
pressions     66 


Panics,  Crises,  and 
Depressions 

I 

Introduction 

PANICS,  crises,  and  depressions  have 
occurred  at  intervals  in  every  import- 
ant country  of  the  world  ever  since 
the  Industrial  Revolution.  In  no  years  the 
United  States  has  had  fifteen  of  them.  They 
have  brought  with  them  every  kind  of  finan- 
cial and  economic  distress,  affecting  business 
men  by  turning  profits  into  losses,  affecting 
investors  by  curtailing  interest  and  dividends, 
and  affecting  wage-earners  by  creating  wide- 
spread unemployment  and  suffering. 

Upon  each  of  these  occasions  great  num- 
bers of  people  have  been  unable  to  buy  the 
products  of  others  because  they  could  not 
sell  their  own,  and  a  state  of  unsatisfied 
needs  existed  on  the  one  hand  against  sur- 
plus supplies  on  the  other.  It  is  not  strange 
that  under  these  conditions  people  should  be 
prompted  to  impatiently  declare  that  there 
must  be  something  fundamentally  wrong 
with  the  organization  of  society.     We  shall 
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see,  as  we  proceed  to  examine  the  subject, 
that  such  sweeping  declarations  are  not  justi- 
fied, and  are  as  likely  to  lead  to  actions  that 
aggravate  the  evil  as  to  the  Introduction  of 
practical  remedies. 

Causes  of  Crises 

What  causes  these  convulsions?  Are 
they  perhaps  purposely  brought  about  by 
powerful  financial  Interests,  as  some  people 
seem  to  think,  or  do  they  come  despite  a  uni- 
versal desire  to  avoid  them.  Do  they  have 
their  origin  In  some  fundamental  human 
weakness,  so  that  human  nature  Itself  must 
change  before  we  can  hope  to  be  rid  of  them, 
or  do  they  result  from  defects  In  the  present 
business  methods,  so  that  changes  In  these 
methods  might  prevent  their  recurrence? 

How  far  is  it  possible  for  business  men 
to  foresee  their  coming,  and  consequently  to 
adjust  their  own  business  affairs  so  as  to 
avoid  personal  loss?  What,  finally,  can  be 
done  by  private  enterprise  and  by  the  co- 
operation of  public  authority  to  make  such 
convulsions  less  severe  and  possibly  to  abate 
them  altogether?  These  are  questions  which 
we  propose  to  consider  in  this  study-unit. 

We  should  note  at  the  outset  that  these 
periods  of  industrial  depression  do  not  re- 
cur with  any  precise  mechanical  regularity. 
The  fifteen  successive  crises  we  have  had  In 
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the  United  States  have  been  separated  from 
one  another  by  the  following  periods  of 
years:  6,  7,  12,  10,  10,  16,  11,  6,  3,  10,  4, 
3,  3,  and  7.  The  average  length  of  these 
periods  is  7.7  years.  But  surely  neither 
the  average  nor  the  separate  items  can  serve 
any  very  useful  purpose  in  guiding  business 
policies.  A  firm  which  had  based  its  expec- 
tations during  the  last  no  years  on  the  7.7 
average  would  have  been  wrong  twelve 
times  out  of  fourteen,  quite  often  enough  to 
bankrupt  anybody.  A  policy  allowing  for 
ten  years  between  crises,  according  to  a  no- 
tion sometimes  advanced,  would  have  been 
wrong  at  least  nine  times  out  of  fourteen. 
Evidently  there  is  no  such  regularity  about 
crises  as  will  enable  business  men  to  find 
some  simple  rule  or  formula  for  determining 
when  they  may  be  expected.  The  only  safe 
procedure  is  to  study  the  causes  at  work  and 
learn  to  estimate  their  probable  outcome. 
Fortunately,  considerable  scientific  investiga- 
tion has  been  given  to  this  matter. 


II 

Some  Popular  Illusions 

The    first    important    result    of    scientific 
study  has  been  to  prove  that  the  causes  which 
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produce  any  crisis  have  been  at  work  for 
months  and  even  years  before  the  actual  oc- 
currence of  that  crisis.  The  causes  of  a  par- 
ticular crisis  must,  therefore,  be  traced  much 
farther  back  than  is  commonly  supposed. 

Occasion  of  a  Crisis  Not  Its  Cause 

We  now  know  that  no  single  spectacular 
event  occuring  on  the  eve  of  a  crisis  is  to 
be  considered  the  cause  of  that  crisis.     For 
example,  the   failure   of  the   Knickerbocker 
Trust  Company  in  New  York  City,  in  Octo- 
ber, 1907,  did  not  cause  the  financial  disturb- 
ance of   1907,  nor  did  the   failure  of  Jay 
Cooke  &  Company,  the  well  known  Phila- 
delphia banking  house  in  September,  1873, 
cause   all  the   other   failures  which  quickly 
followed  in  1873.     These  failures,  like  simi- 
lar ones  which   have   signalized  the   begin- 
ning of  other  panics,  merely  exposed  an  un- 
sound business  situation.     Such  occurrences 
naturally   bring   inconvenience    and   loss    to 
the  immediate  creditors  of  the  insolvent  con- 
cerns,   and    constitute    centers    of    disorder 
from    which    further    financial    disturbance 
may  spread,  but  we  now  realize  that  general 
business  conditions  must  be  ripe  for  a  crisis 
before  any  single  business  failure  or  similar 
event  will  be   followed  by  widespread   dis- 
aster.    Special  attention  must  therefore  be 
given  to  the  conditions  which  precede  and 
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generate  a  crisis,  rather  than  to  those  which 
merely  occasion  or  accompany  one. 

Another  outstanding  conclusion  from  the 
scientific  study  of  crises  is  that  the  causes  of 
crises  are  very  numerous  and  extremely  com- 
plex. They  must  all  be  considered  together 
if  an  adequate  understanding  of  crises  is  to 
be  achieved,  a  reliable  method  of  forecasting 
developed,  and  adequate  means  of  preven- 
tion and  control  adopted.  Appreciation  of 
this  fact  is  of  great  importance  to  every 
student  of  the  subject,  first,  because  it  en- 
ables him  to  avoid  the  contagion  of  many  of 
the  simple,  superficial,  and  unsound  theories 
that  are  in  popular  circulation,  and  second, 
because  it  prepares  him  to  make  the  neces- 
sary effort  to  arrive  at  a  more  complex  and 
satisfactory  explanation  of  business  events. 

All  Interests  Lose  by  Crises 

One  of  the  commonest  of  the  unsound 
theories  is  the  so-called  "manipulation" 
theory.  It  is  born  of  suspicion  that  some- 
body makes  money  out  of  crises,  and  there- 
fore the  most  conclusive  answer  to  it  may  be 
found  in  evidence  that  no  interest  large 
enough  to  create  a  crisis  possibly  can  make 
anything  out  of  one.  The  great  bulk  of  the 
capital  of  the  country  is  permanently  invest- 
ed in  the  industries  and  regular  trades,  and 
is   interested  in   stable   business   conditlon-s. 
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All  such  investments  suiter  heavy  losses  in  a 
crisis.  The  volume  of  business  falls  off,  and 
the  profits  of  modern  business  depend  large- 
ly upon  full  activity.  The  overhead  goes 
on,  and  expenses  cannot  be  reduced  to  corre- 
spond with  the  decline  in  volume  of  business 
handled.  Moreover,  when  prices  decline, 
stocks  of  goods  and  materials  acquired  at 
higher  prices  must  be  marked  down,  for 
competition  becomes  sharper  as  the  volume 
of  trade  diminishes. 

The  great  decline  of  prices  which  began  In 
1920  is  still  fresh  in  memory.  All  lines  of 
business  suffered  unparalleled  losses.  The 
meat-packing,  leather,  shoe,  textile,  clothing, 
sugar-refining,  fertilizer,  automobile,  metal- 
mining,  and  coal  industries  were  conspicuous 
sufferers,  but  other  lines  suffered  as  well. 
Railroad  traffic  fell  off  25  per  cent  and  net 
earnings  in  greater  proportion.  Thousands 
of  ocean  ships  were  tied  up  idle  in  port. 

The  Bankers'  Position 

The  banking  business,  said  In  some  quar- 
ters to  be  the  chief  agency  in  the  conspiracy 
— although  the  banker  is  the  last  man  to 
want  a  disturbance  of  values — suffered  heavy 
losses.  It  is  strange  how  many  people  think 
of  the  banker  as  being  only  a  creditor,  for 
the  banker  is  a  greater  debtor  in  proportion 
to  his  assets  than  almost  any  other  business 
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man,  and  he  is  in  the  most  dangerous  posi* 
tion  of  all  debtors,  because  his  debts  are 
mainly  payable  on  demand.  Bankers  have 
taken  heavy  losses  in  every  crisis,  first,  by 
the  inability  of  customers  to  pay  what  they 
have  borrowed;  second,  by  reductions  in  the 
volume  of  deposits,  and,  finally,  by  reductions 
of  the  interest  rates  upon  their  loans. 

When  this  array  of  business  interests 
which  are  inevitable  losers  by  every  disturb- 
ance of  normal  business  conditions  is  re- 
viewed, one  is  prompted  to  ask  where  are 
the  opposing  interests,  powerful  enough  to 
cause  a  crisis  and  yet  so  isolated  as  to  gain 
when  all  these  interests  are  losing?  The 
answer  is  that  there  are  no  such  interests. 
There  have  been  instances  of  individuals 
who  were  either  fortunately  situated  or  who 
deliberately  prepared  for  the  end  of  the 
rising-price  movement,  for  all  such  move- 
ments come  to  an  end;  but  we  shall  see  that 
the  cause  of  the  decline  of  prices  is  actually 
to  be  found  among  the  same  factors  that 
bring  about  the  previous  rise  of  prices. 

Are  Crises  Due  to  ^' Overproduction^* 

Another  unsound  popular  theory  is  that 
of  "all-round  overproduction."  Overpro- 
duction seems  to  many  to  be  a  perfectly 
obvious  explanation  of  crises,  because  the.  ac- 
cumulation of  unsold  goods  at  the  time  of  ^ 
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crisis  is  a  fact  of  common  knowledge.  With- 
out such  accumulations  all  around  the  cir- 
cle of  industries,  it  is  argued,  there  would  be 
no  crisis.  Yet  this  theory  of  crises,  which 
seems  so  obvious  on  its  face,  and  which  is  still 
widely  believed  in  many  quarters,  is  of  all 
theories  the  one  which  scientific  study  and  in- 
vestigation has  most  conclusively  discredited. 
Two  general  considerations  deprive  the 
"all-round  overproduction"  theory  of  all  re- 
putable standing.  The  first  of  these  is  that 
the  ability  of  the  public  to  consume  goods  is 
in  its  nature  unlimited.  There  has  never 
been  a  time  when  everybody  everywhere  had 
absolutely  all  of  everything  that  he  wanted 
and  could  use.  The  so  called  overproduc- 
tion which  appears  in  times  of  crisis  cannot 
possibly  be  considered  to  be  an  excess  of  all 
sorts  of  goods  over  the  needs  and  wants  of 
consumers.  The  actual  power  of  produc- 
tion has  never  outrun  the  potential  power  of 
consumption  and  is  never  likely  to  do  so. 

Power  to  Buy  and  Power  to  Produce 

The  second  contention  in  opposition  to  the 
"all-round  overproduction"  theory  builds  on 
the  first  one,  which  we  have  just  discussed. 
This  second  contention  afl^rms  that  the  public 
has  not  only  the  potential  power  to  consume 
all  the  products  which  may  be  produced,  but 
also  has  the  potential  power  to  buy  them  all, 
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i)  only  the  production  of  different  sorts  of 
commodities  is  properly  balanced. 

At  first  glance,  the  assertion  that  the  pub- 
lic has  power  to  buy  seems  to  contradict  the 
experience  of  producers  and  salesmen  who 
have  often  found  themselves  unable  to  move 
their  merchandise,  or  at  least  to  move  it  at 
remunerative  prices.  But  the  appearance 
of  contradiction,  as  we  shall  see  presently, 
rests  on  an  illogical  and  superficial  failure 
to  distinguish  between  all-round  overproduc- 
tion on  the  one  hand,  which  Is  essentially 
inconceivable,  and  on  the  other  hand,  ill- 
balanced  production,  which  has  frequently 
occurred  and  which  relates  to  a  distinctly  dif- 
ferent situation. 

When  production  Is  properly  balanced, 
producers  have  the  power  to  buy  all  that  is 
produced,  because  the  buying  power  exists  In 
the  products  themselves,  as  we  have  fre- 
quently noted  in  earlier  study-units.  John 
Stuart  Mill  says,  *'Could  we  suddenly  double 
the  productive  powers  of  the  country,  we 
should  double  the  supply  of  commodities  In 
every  market;  but  we  should  by  the  same 
stroke  double  the  purchasing  power.  Every- 
body would  bring  a  double  demand  as  well 
as  a  double  supply;  everybody  would  be  able 
to  buy  twice  as  much,  because  everyone 
would  have  twice  as  much  to  offer  in  ex- 
change."    This  is  another  application  of  the 
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principle  which  we  called  "Say's  Law"  in  our 
discussion  of  foreign  trade. 

The  Principle  Illustrated 

The  principle  can  be  illustrated  very  sim- 
ply. The  buying  power  of  the  farmers 
comes  from  their  crops.  The  buying  power 
of  industrial  communities  comes  from  their 
manufactured  products.  For  all  the  other 
classes  of  society  the  same  proposition  holds 
true.  If  they  produce,  they  have  something 
with  which  to  buy,  and  if  production  is  in 
right  proportions  all  around,  the  markets 
will  be  cleared.  Overproduction,  therefore, 
in  the  sense  of  the  overproduction  of  every- 
thing, is  inconceivable;  the  supply  of  every- 
thing, fundamentally  considered,  constitutes 
the  demand  for  everything,  and  the  two  are 
necessarily  equivalent.  Many  people  seem 
to  find  this  obvious  statement  hard  to  accept, 
but  the  truth  is  that  no  other  view  has  had 
any  standing  in  informed  circles  for  more 
than  seventy-five  years. 

Ill-balanced  Production 

The  impossibility  of  general  overproduc- 
tion does  not,  however,  imply  the  impossi- 
bility of  ill-balanced  production.  Single  lines 
of  industry,  of  course,  often  develop  out  of 
proportion  to  the  need  for  them,  but  such 
developments    constitute    overproduction    in 
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these  lines  only  when  contrasted  with  under- 
production in  other  lines,  i.e.,  ill-balanced 
production,  as  will  appear  in  the  course  of 
our  later  discussion. 

We  have  now  seen  that  the  idea  that  crises 
are  deliberately  planned  and  brought  about 
by  conspiracies  is  unsupported  either  by  evi- 
dence or  reason,  and  that  there  can  be  no 
such  state  as  that  of  general  overproduction 
of  all  the  things  that  people  would  like  to 
buy.  In  considering  the  theory  of  overpro- 
duction, however,  we  have  come  upon  ill- 
balanced  production  as  a  clue  to  the  true 
explanation  of  the  occurrence  of  these  crises 
which  from  time  to  time  interrupt  the  seem- 
ingly orderly  flow  of  business.  We  shall 
now  develop  this  explanation,  beginning  with 
a  description  of  the  normal  situation. 


Ill 

The  Fundamental  Explanation  of 

Crises 

A  basic  reason  for  industrial  disorders  is 
found  in  the  fact  that  society  has  developed 
a  very  complex  organization  for  supplying 
its  wants.  Industry  has  become  divided 
and  subdivided  to  a  far-reaching  degree. 
Each  person  has  become  a  specialist  doing  ' 
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some  one  thing  in  a  great  cooperative  sys- 
tem, and  depending  upon  the  system  to  sup- 
ply his  wants.  It  is  a  wonderfully  effective 
system  when  well  balanced  and  running  in 
order,  but  it  is  somewhat  like  a  great  ma- 
chine in  which  every  part  is  dependent  upon 
every  other  part.  A  highly  organized  ma- 
chine of  many  parts,  and  that  does  many 
things,  is  more  easily  put  out  of  order  than 
a  simple  machine  of  few  parts  and  functions. 
Because  of  its  complicated  relationships, 
modern  society  is  subject  to  disorders  from 
which  primitive  society  was  free. 

An  Interdependent  IVorld 

The  whole  world  now  is  linked  together 
by  trade  and  financial  relations,  with  the 
result  that  every  country  is  affected  by  influ- 
ences originating  in  other  countries.  As 
Alfred  Russell  Wallace  says: 

"Much  has  been  said  as  to  the  blessings  of 
commerce  among  nations;  it  is,  however,  equally 
true  that  it  causes  the  suffering  of  each  to  be  felt 
by  all.  The  ties  of  commerce  unite  nations  alike 
for  good  and  evil,  and  render  the  prosperity  of 
each  dependent  upon  the  equal  prosperity  of  all 
the  rest.  When  this  great  truth  is  well  under- 
stood, it  may,  perhaps,  become  the  peace-maker 
of  the  world." 

The  first  essential  condition  to  be  compre- 
hended is  that  each  man  is  a  part  of  an  or- 
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ganization,  and  that  the  organization  must 
be  kept  in  balance  in  order  to  function  prop- 
erly. The  population  must  be  distributed  in 
all  the  industries  and  occupations  that  serve 
its  wants.  In  such  manner  that  wants  will  be 
supplied  in  the  order  of  choice.  Our  wants 
are  unlimited,  but  we  have  seen  in  the  study 
of  prices  that  some  of  them  have  precedence 
over  others,  and  that  in  a  general  way  pro- 
duction is  automatically  directed  by  means 
of  the  price-system  to  meet  the  effective  de- 
mands. The  whole  system  Is  Interdepend- 
ent, the  people  in  each  industry  being  able  to 
take  the  products  of  others  only  as  the  peo- 
ple in  the  other  Industries  take  theirs. 

Folutt tartly  Organized 

The  second  essential  fact  to  bear  in  mind 
is  that  the  population  distributes  Itself  vol- 
untarily in  these  occupations.  There  Is  no 
overhead  authority  determining  where  each 
person  shall  go,  or  how  much  of  each  com- 
modity shall  be  made,  or  what  steps  shall  be 
taken  to  anticipate  future  demands.  All  of 
this  is  accomplished  by  Individual  Initiative 
and  enterprise,  In  obedience  to  the  demands 
of  the  public  as  made  known  In  the  markets. 
Moreover,  the  wants  of  the  public  are  more 
or  less  unstable,  affected  by  various  influ- 
ences and  changing  from  time  to  time. 

When  we  consider  the  interdependence  of 
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modern  business,  that  the  entire  organiza- 
tion is  voluntary,  and  that  the  course  of  busi- 
ness is  the  result  of  the  activities  of  all  the 
people  in  the  free  management  of  their  pri- 
vate affairs,  it  does  not  seem  so  strange  that 
conditions  should  be  in  a  degree  unstable  and 
at  times  disordered. 

Theodore  E.  Burton  in  his  book  upon 
"Crises  and  Depressions,"  ^  touching  upon 
the  importance  of  the  equilibrium  between 
the  varieties  of  goods  and  services  offered  in 
the  markets,  observes  that  if  an  undue  share 
of  productive  energy  is  devoted  to  some 
special  kind  of  production,  "it  must  be  to  the 
detriment  or  decrease  of  some  other  kind  of 
production.  In  the  one  there  will  be  an  ex- 
cess and  in  the  other  a  deficiency  of  supply. 
It  has  been  said  that  production  and  con- 
sumption should  keep  pace  like  two  wheels 
of  the  same  vehicle.  If  all  production  could 
be  exactly  proportioned  to  demand  or  con- 
sumption there  would  be  few  disturbances." 

Burton  quotes  an  illuminating  passage 
from  Dr.  Max  Wirth,  a  German  economist 
who  wrote  upon  this  subject,  as  follows :  ^ 

"If  production  in  the  single  branches  could  be 
adjusted  as  accurately  as  the  branches  of  work  in 
a  watch  factory,  where,  to  every  1,000  cases,  just 
1,000  springs,  1,000  faces,  etc.,  are  ordered,  and 
where  the  separate  pieces  ordered   in   indefinite 

1  D.  Appleton  &  Company,  1920. 

2  Geschichte  der  Handelskrisen,  1883. 
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numbers  exactly  fit  to  each  other,  there  never 
would  be  any  over-production,  never  could  a 
crisis  originate.  Such  systematic  order  is,  how- 
ever, impossible  in  a  business  world,  where  mil- 
lions work  on  their  own  hook,  and  each  one 
according  to  his  own  notions.  There  is  always 
more  or  less  of  a  gorge  in  one  branch  by  the  side 
of  insufficient  supply  in  another.  But  the  more 
the  abyss  between  demand  and  supply  widens, 
and  the  more  prices  sink  or  fall,  the  sooner  an 
extraordinary  shaking-up  of  business  is  possible, 
the  nearer  the  danger  of  a  crisis  approaches." 

As  this  writer  says,  a  perfect  adjustment 
of  the  industrial  organization  to  the  varying 
wants  of  the  population  is  impossible.  Such 
natural  vicissitudes  as  an  unusually  mild  win- 
ter or  an  unusually  cold  summer,  affect  busi- 
ness, and  the  fluctuations  of  the  harvests  are 
an  important  factor  In  the  annual  production 
of  wealth  and  in  the  manner  in  which  in- 
comes are  expended.  If  food  costs  more, 
other  purchases  are  curtailed,  and  employ- 
ment is  affected.  Under  a  system  of  special- 
ized Industry,  men  do  not  shift  readily  from 
one  employment  to  another,  and  unemploy- 
ment lessens  purchasing  power  In  the  markets. 

Extent  of  Derangement 

The  ordinary  maladjustments,  although 
lowering  the  efficiency  of  industry,  do  not 
disturb  the  general  state  of  balance,  and  are 
referred   to   here   only   as   illustrating  In  -a 
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small  way  what  occasionally  happens  on  a 
scale  sufficiently  large  to  cause  what  Is  called 
a  crisis.  It  must  not  be  thought,  however, 
that  even  a  crisis  involves  a  general  suspen- 
sion of  Industry.  Far  from  it.  The  great 
bulk  of  the  exchanges  continues  to  be  made, 
but  there  is  a  general  impulse  to  curtail  pur- 
chases, particularly  of  things  not  Imme- 
diately necessary,  to  restrict  new  business 
ventures,  and  to  curtail  production. 

We  may  Indicate  the  extent  of  derange- 
ment by  reference  to  the  trade  revulsion 
which  occurred  In  the  latter  part  of  1920 
and  continued  in  1921.  As  measuring  the 
falling  off  in  trade  and  industry  we  note  that 
the  revenue  ton-miles  of  the  railroads  fell 
from  410,306,000,000  in  the  year  1920  to 
306,755,000,000  In  192 1,  or  approximately 
25  per  cent.  Passenger  travel  declined 
about  20  per  cent. 

An  exhaustive  Inquiry  Into  this  period  of 
depression  Indicated  that  In  the  third  quarter 
of  192 1  the  number  of  wage-earners  em- 
ployed in  the  United  States  was  about  one- 
seventh  less  than  the  number  employed  in 
the  third  quarter  of  1920.^     This  unemploy 

1  Employment  Hours  and  Earnings  in  the  United 
States,  1920-22,  by  Willford  I.  King,  Ph.D.  Published 
by  the  National  Bureau  of  Economic  Research,  Inc.,  at 
the  instance  of  the  permanent  committee  created  by  the 
National  Unemployment  Conference,  held  at  the  call  of 
President  Harding  in  Washington,  D.C.,  September,  1921. 
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ment,  however,  was  by  no  means  uniform 
throughout  the  Industries,  being  much  greater 
in  factories,  mines,  construction  work,  and 
steam  railway  transportation  than  In  many 
other  lines.  In  agriculture,  the  greatest 
single  industry,  there  was  practically  no  re- 
duction of  employment. 

The  same  investigation,  in  a  rough  ap- 
proximation of  production  in  the  ten  years, 
1909  to  19 1 8,  came  to  the  conclusion  that 
the  worst  years  fell  15  to  20  per  cent  below 
the  best,  and  something  like  to  8  to  12  per 
cent  below  the  moderately  good  years.  Al- 
though these  percentages  may  not  seem 
large,  the  figures  signify,  in  terms  of  money, 
losses  of  $3,000,000,000  per  year  or  more, 
and  the  amount  of  unemployment  Is  enough 
to  materially  diminish  consumption  and  so 
cause  a  surplus  in  many  lines. 

Production  Goods  Most  Afected 

The  chief  Industries  in  which  the  lack  of 
balance  usually  manifests  itself  are  those 
which  provide  production  goods  as  distin- 
guished from  those  providing  goods  for 
direct  consumption.  Thus  the  greatest  fluc- 
tuations are  generally  shown  by  the  indus- 
tries that  are  engaged  in  building  permanent 
structures  or  equipment. 

There  is  an  obvious  reason  why  this  is  so. 
The  construction  of  buildings  and  machinery 
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for  the  purpose  of  manufacturing  consum- 
ers' goods  is  at  least  one  step  farther  away 
from  the  consumers'  demands  than  the  mak- 
ing of  the  goods  themselves,  and  for  that 
reason  more  subject  to  miscalculations. 
With  the  roundabout  processes  of  produc- 
tion, years  may  elapse  between  the  first  step 
in  an  enterprise  and  the  beginning  of  service 
to  the  ultimate  consumers.  A  good  many 
bicycle  factories  were  built  and  equipped 
about  the  time  the  rage  for  bicycles  began 
to  subside.  When  production  and  actual 
consumption  run  along  together,  with  the 
goods  disappearing  almost  as  fast  as  they 
are  made,  any  miscalculation  as  to  the 
amount  of  goods  wanted  is  likely  to  be  cor- 
rected m.ore  promptly  and  with  smaller  losses 
than  where  costly  industrial  plants  are  con- 
structed upon  mistaken  expectations  as  to  the 
need  for  them. 

Railroad  Construction 

Railroad  construction  has  been  an  impor- 
tant factor  in  the  development  of  this  coun- 
try, and  since  it  assumed  large  proportions 
has  been  closely  identified  with  periods  of 
general  business  expansion.  Illustrating  the 
fluctuations  in  this  work,  it  may  be  noted  that 
from  1 85  I  to  i860,  21,605  miles  of  railroad 
were  constructed,  an  average  of  2,160  miles 
per  year;   from    1861    to    1865,   during  the 
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Civil  War,  construction  fell  to  an  average 
of  892  miles  per  year;  from  1866  to  1870, 
the  average  was  3,367  miles,  but  in  1871  it 
rose  to  7,379  miles,  then  declined  to  5,270 
miles  in  1872,  to  4,097  miles  in  1873,  the 
year  of  the  panic,  2,117  niiles  in  1874,  and 
1,711  miles  in  1875. 

Horace  White,  a  well-known  economist, 
has  referred  particularly  to  the  crisis  of 
1873  as  follows:  ^ 

"There  can  be  little  doubt  that  the  most  potent 
contributing  cause  was  the  unwise  liberality  of 
Congress  in  offering  immense  grants  of  land  to 
corporations  as  a  free  gift  on  condition  that  they 
would  build  railways  through  them.  No  less 
than  170,000,000  acres  were  flung  out  to  the 
cupidity  of  capitalists  after  the  close  of  the  war. 
Such  an  alluring  bait  had  never  been  danced 
before  the  eyes  of  a  whole  nation,  not  of  one 
nation  merely,  but  as  many  as  chose  to  partici- 
pate, for  capital  knows  no  boundary  lines.  Eng- 
land, Germany,  and  Holland  are  believed  to 
have  invested  $250,000,000  in  our  railway  bonds 
between  1865  and  1873,  which  afterward  de- 
faulted, not  to  mention  those  which  managed  to 
pay  their  interest  and  keep  out  of  bankruptcy." 

These  railroads  were  built  for  the  most 
part  through  sparsely  settled  regions,  the 
purpose  of  Congress  being  to  provide  trans- 
portation  facilities   to   stimulate    settlement. 

1  Cyclopedia  of  Political  Science,  Political  Economy 
and  United  States  History,  published  by  Rand,  McNally 
&  Company. 
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The  policy  had  that  effect.  Population 
poured  in  along  the  new  lines,  farms  were 
opened  and  houses  built  on  them,  new  towns 
sprang  up,  and  large  expenditures  were  made 
in  addition  to  those  involved  in  the  construe- 
tion  of  the  railroads  themselves.  The  total 
of  all  expenditures  was  sufficient  to  exert  an 
influence  upon  all  the  industries  of  the  coun- 
try, and  carried  prosperity  to  a  high  pitch. 

An  Abnormal  Development 
This  rate  of  development,  however,  was 
abnormal    and    could    not    be    maintained. 
The  country  did  not  need  to  have  railroad 
construction  go  on  at  that  rate.     The  open- 
ing up  of  so  much  new  territory  resulted  In 
an  excessive  production  of  the  common  farm 
staples,  and  prices  fell  to  an  unremuneratlve 
level.     The    situation    had    become    unbal- 
anced.    The  buying  power  of  the  popula- 
tion  in  the  newly  developed  territory  was 
low.     A  great  amount  of  capital  was  locked 
up  where  for  the  time  it  was  unproductive; 
railroad  building,   except  in   completion   of 
contracts,  almost  ceased,  affecting  all  the  in- 
dustries that  previously  had  been  stimulated 
by  It,  and  industrial  depression  ensued. 

In  1879,  times  brightened  and  railroad 
building  revived,  rising  to  4,800  miles,  In 
1880  to  6,711  miles.  In  1881  to  9,841  miles, 
in  1882  to  11,569  miles,  but  In  1883  declined 
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to  6,745  miles.  In  1884  to  3,923  miles,  in 
1885  to  2,975  niiles.  In  1884,  another 
crisis  developed,  which,  although  not  so 
severe  as  that  of  1873,  gave  all  business  a 
set-back  through  1885.  After  that,  rail- 
road building  and  general  business  revived, 
the  year  1887  being  the  greatest  in  the  his- 
tory of  the  country  for  number  of  miles  of 
new  main  track  constructed — 12,876  miles 
being  built.  Railroad  building  continued 
active  for  several  years,  the  general  expan- 
sion ending  with  the  panic  of  1893. 

Rivalry  a  Factor  in  Overbuilding 

Down  to  this  time  railroad  construction 
was  largely  through  new  territory,  and  often 
stimulated  by  the  rivalry  of  railroad  com- 
panies in  trying  to  occupy  territory  ahead 
of  one  another.  This  was  one  motive  con- 
tributing to  overbuilding.  The  rivalry  of 
cities,  the  profits  of  construction,  the  gen- 
eral state  of  credit,  the  receptivity  of  the 
Investment  market  to  new  Issues  of  railroad 
stocks  and  bonds,  were  other  factors  In- 
fluencing construction.  To  some  of  these 
allusion  will  be  made  later.  The  purpose 
here  is  to  show  that  much  railroad  building 
has  not  been  strictly  related  to  the  needs  of 
the  country  for  transportation  service  at  the 
time  it  was  done,  and  that  the  fluctuations 
in  this  class  of  construction  work  have  beei) 
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an  important  factor  in  our  periods  of  pros- 
perity and  depression. 

It  is  evident  that  in  the  years  of  active 
railroad  building  great  numbers  of  workers 
were  employed,  not  only  on  the  railroads, 
but  in  the  iron  and  steel  industry,  in  getting 
out  timbers  and  ties,  and  in  the  construction 
of  equipment.  If,  when  railroad  building 
fell  off,  other  construction  work  had  fur- 
nished employment  to  these  same  workers, 
no  disturbance  of  business  conditions  would 
have  resulted,  and  depression  would  not 
have  occurred.  The  situation  was  that  con- 
struction work  of  all  kinds,  having  been 
stimulated  by  railroad  construction,  fell  off 
with  the  latter,  thus  tending  to  accentuate  the 
disturbance. 

Fluctuations  in  Construction  Work 

In  the  course  of  his  long  career,  Mr. 
George  H.  Hull,  an  eminent  engineer,  was 
so  impressed  by  his  observations  of  the  rela- 
tionship between  fluctuations  of  construction 
work  and  periods  of  general  business  activity 
and  depression,  that  he  wrote  a  book  upon 
the  subject.^ 

He  emphasizes  the  tendency  in  good  times 
for  contracts  to  be  undertaken  which  in  the 
aggregate  require  more  labor  and  materials 

1  Industrial  Depressions,  191 1.     Published  by  Frederick 
A.  Stokes  Company. 
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than  can  be  supplied  in  the  time  contem- 
plated. This  causes  a  congestion  of  de- 
mand, which  in  turn  causes  prices  to  rise,  fre- 
quently to  the  extent  of  50  to  100  per  cent, 
until  the  higher  costs  check  the  making  of 
further  contracts  and  cause  an  interruption 
of  industry  until  prices  decline  again.  He 
explains  this  situation  as  follows: 

"When  delivery  and  demand  come  together, 
manufacturers  and  dealers  may  know  at  once 
should  the  demand  exceed  the  supply ;  but  in  con- 
struction materials  in  which  the  delivery  is  made 
months  or  perhaps  one  or  more  years  after  the 
contracts  are  closed,  the  amount  of  materials  con- 
tracted for  may  greatly  exceed  the  possible  supply. 
The  manufacturers  and  builders  may  have  no 
knowledge  of  this  fact  until  many  months  after 
the  contracts  are  made. 

"In  dull  times,  the  few  who  are  fortunate 
enough  to  be  able  to  contract  for  50  to  100  per 
cent  more  constructive  work  than  usual  have  no 
difficulty  in  procuring,  on  time,  50  to  100  per 
cent  more  labor  and  materials  than  usual,  and 
thus  they  are  able  in  dull  times  to  complete  their 
contracts  with  ordinary  promptness;  but  when  a 
great  number  of  builders  and  material  producers 
secure  50  to  100  per  cent  more  contracts  than 
usual,  and  all  try  to  secure  50  to  100'  per  cent 
more  labor  and  materials  than  usual,  there  comes 
an  unpleasant  awakening." 

Reviewing  the  situation  leading  up  to  the 
panic  of  1873,  he  shows  that  the  consump- 
tion of  pig  iron  in  this  country  rose   ifom, 
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1,665,000  tons  In  1870  to  2,548,000  tons  in 
1872.  The  advance  In  the  price  of  Scotch 
pig  iron  in  New  York  from  January,  1871, 
to  September,  1872,  amounted  to  103  per 
cent,  and  the  prices  of  all  other  construction 
materials  advanced  In  its  wake,  while  wage 
advances  and  strikes  for  higher  wages  were 
of  frequent  occurrence.  These  advances 
brought  contracting  almost  to  a  standstill, 
months  before  the  panic  of  1873  occurred. 

Six  Depressions 

Mr.  Hull  reviews  the  conditions  accom- 
panying six  depressions,  those  of  1837,  i847» 
1857,  1867,  1873,  and  1882.  Three  of 
these  depressions  were  accompanied  by 
panics  but  he  finds  that  in  all  three  of  these 
cases,  the  volume  of  construction  work  be- 
gan to  decline  a  long  time  before  panic  con- 
ditions appeared.  The  shrinkage  amounted 
to  more  than  50  per  cent  in  1836,  a  year 
before  the  panic  of  1837.  The  shrinkage 
was  very  great  In  1854  and  1855,  two  and 
three  years  before  the  panic  of  1857.  The 
shrinkage  before  the  panic  of  1873  began 
twenty-one  months  earlier.  In  all  three  of 
these  cases  the  industrial  depressions  were 
existing  facts  before  any  sign  of  panic  ap- 
peared on  the  surface  of  affairs.  It  is  evi- 
dent that  the  depressions  would  have  oc- 
curred even  If  there  had  been  no  financial 
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panic;  In  fact,  the  depressions  of  1847,  ^867, 
and  1882  were  not  attended  by  severe  finan- 
cial panics. 

It  has  long  been  said  of  the  Iron  industry 
that  it  is  either  a  prince  or  a  pauper,  and  Mr. 
Hull  shows  In  the  following  table,  the  rela- 
tion of  pig  iron  to  every  boom  and  collapse 
from  1823  to  1907.  Pig  iron  advanced  in 
each  period  as  follows: 


From 

$38.00 

'n 

1823 

to 

$75.00 

in 

1825 

From 

35.00 

in 

1833 

to 

70.00 

in 

1837 

From 

23.00  1 

n 

1843 

to 

52.50 

in 

1845 

From 

19.00 

;n 

1852 

to 

42.50 

in 

1854 

From 

20.00 

in 

1861 

to 

80.00 

n 

1864 

From 

30.00 

n 

1871 

to 

61.00 

n 

1872 

From 

19.00 

n 

1879 

to 

41.00 

in 

1880 

From 

9.00 

in 

1897 

to 

22.25 

in 

1899 

From 

13.15 

in 

1900 

to 

23.84 

in 

1902 

From 

12.33 

in 

1904 

to 

24.50 

in 

1907 

Commenting  upon  these  fluctuations,  Mr. 
Hull  says  that  only  a  small  portion  of  the 
construction  work  is  done  at  the  highest  level 
of  costs.  It  frequently  happens  that  there 
is  a  famine  in  materials  for  immediate  de- 
livery, and  everything  that  can  be  immedi- 
ately delivered  commands  high  premiums  on 
the  markets,  while  the  same  materials  for 
delivery  some  months  later  can  be  had  at 
much  lower  prices. 

This  is  because  many  contractors  arc 
bound  by  contract  to  complete  their  work 
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promptly  and  are  consequently  forced  to  bid 
against  one  another  for  small  lots  of  ma- 
terials, a  lack  of  which  is  holding  them  back. 
In  consequence  the  demand  for  labor  and 
materials  for  prompt  delivery  is  never  so 
intense  as  just  before  the  general  slump  in 
actual  construction  work  which  ushers  in  a 
depression  period. 

In  Mr.  Hull's  experience  covering  forty 
years  in  the  iron  business,  he  never  observed 
a  boom  period  in  which  the  furnace  com- 
panies of  the  country  as  a  rule  had  not  con- 
tracted ahead  their  anticipated  production 
for  six,  nine,  or  twelve  months  before  the 
abnormal  advance  in  prices  occurred.  It  was 
the  fact  that  little  capacity  remained  free  that 
caused  the  rise. 

Construction  Work  and  Materials  Prices 

His  observations  on  the  relation  between 
construction  work  and  the  prices  of  materials 
are  especially  instructive  for  the  period  fol- 
lowing 1897.  In  May  of  1897,  the  visible 
stock  of  iron  was  1,318,000  tons,  the  largest 
amount  ever  accumulated  in  the  United 
States  up  to  that  time.  The  furnaces  of  the 
country  were  producing  iron  at  the  rate  of 
about  9,000,000  tons  per  annum.  In  De- 
cember of  1898,  the  surplus  stock  had  fallen 
to  about  705,000  tons  and  production  was 
at  the  rate  of  13,000,000  tons  per  annum. 
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Discussing  what  then  took  place  in  the  iron 
trade,  Mr.  Hull  goes  on  to  say : 

"Evidently  no  one  yet  realized  the  large  amount 
of  construction  which  was  under  contract,  for 
prices  were  still  but  11  per  cent  above  zero. 
After  this  date,  however,  the  demand  for  materials 
to  supply  actual  construction  increased  so  enorm- 
ously that  within  four  months  the  surplus  stock 
was  down  to  less  than  seven  days'  production. 
Iron  advanced  to  16  per  cent  above  zero,  in  Janu- 
ary ;  to  27  per  cent  above,  in  February ;  to  52  per 
cent  above,  in  March;  to  99  per  cent  above,  in 
July,  and  to  147  per  cent  above  in  December." 

These  remarkable  increases  in  price 
naturally  stimulated  the  production  of  iron 
so  that  by  November,  1899,  production  was 
running  at  the  rate  of  nearly  16,000,000 
tons  per  annum. 

The  boom  was  then  at  its  height.  People 
who  had  waited  twelve  months  and  longer 
to  get  products  which  were  promised  in  six, 
or  who  had  waited  two  years  and  sometimes 
longer  to  get  possession  of  houses,  stores, 
factories,  etc.,  which  were  contracted  to  be 
completed  in  one  year,  were  frantic  to  get 
possession  of  them.  Builders  were  urging 
manufacturers,  manufacturers  were  urging 
producers  of  raw  materials,  and  the  latter 
were  behind  with  deliveries.  Yet  very  little 
work  of  magnitude  was  completed  on  time 
because  it  was  simply  impossible  to  procure 
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labor  and  materials  to  accomplish  it.     Mr. 
Hull  continues : 

"All  through  the  last  half  of  1899  and  the 
first  quarter  of  1900,  the  demand  for  labor  and 
materials  was  intense.  Money  was  actually  paid 
to  corrupt  labor  leaders  to  call  a  strike  on  one 
job  and  turn  the  workers  upon  the  job  of  the 
party  who  paid  the  money.  People  hooted  at 
the  prediction  that  high  prices  would  stop  this 
prosperity.  If  high  prices  could  stop  prosperity, 
they  said,  it  would  have  been  stopped  long  ago. 
'Had  not  all  branches  of  actual  business  increased 
as  prices  had  increased  ?'  " 

Although  this  construction  work  was  still 
active,  and  these  fancy  prices  were  being 
paid  for  immediate  delivery,  the  amount  of 
new  work  under  contract  was  rapidly  dimin- 
ishing, and- by  the  fall  of  1901,  except  for 
actual  necessities,  was  almost  at  a  standstill. 
Pig  iron  production  fell  off  heavily  and  the 
price  dropped  from  $22.25  ^^  $13.15. 

The  Psychological  Factor 

The  foregoing  statements  and  figures  from 
one  whose  business  has  been  the  supervision 
of  construction  work  are  highly  instructive, 
as  showing  the  tendency  to  congestion  in  that 
branch  of  industry.  It  is  easy  to  understand 
the  fluctuations  in  employment  that  direct- 
ly result  and  the  effect  of  such  fluctuations 
upon  the   general  business  situation.      Ti  it 
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were  possible  to  have  a  given  proportion  of 
the  industrial  population  steadily  employed 
in  construction  work,  the  accomplishments 
would  be  greater  and  the  general  disturb- 
ance would  be  avoided.  The  evil,  however, 
Is  not  In  the  advance  of  prices  which  checks 
construction  work,  for  such  work  Is  often 
carried  to  excess  and  the  excesses  probably 
would  be  greater  but  for  these  rising  costs, 
the  error  is  in  the  unbalanced  development 
which  results  from  miscalculation  of  com- 
munity needs. 

There  is  an  Infection  of  Ideas,  a  psychol- 
ogy of  the  crowd,  which  under  favorable 
conditions  dominates  current  opinion  and 
carries  it  to  extremes.  If  people  find  one 
another  thinking  along  the  same  lines,  their 
views  are  likely  to  be  intensified,  and  this 
may  go  so  far  that  the  sense  of  proportion 
Is  lost  and  the  judgment  becomes  unbalanced. 
This  state  of  mind  is  characteristic  of  times 
when  speculation  rather  than  regular  trade 
Is  the  uppermost  influence  in  business,  and 
also  of  the  times  when  despondency  Is  the 
prevailing  influence. 

Conditions  are  always  changing  and  when^ 
ever  the  relations  between  supply  and  de- 
mand In  any  line  are  unsettled  to  a  degree 
that  disturbs  calculations,  speculation  de- 
velops, and  people  are  very  much  Influenced 
by  what  other  people  sa)^    A  known  scarcity 
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of  any  class  of  goods  in  common  demand 
usually  has  the  effect  of  stimulating  the  de- 
mand for  them,  as  people  buy  in  advance  of 
their  actual  needs  and  also  for  the  purpose 
of  selling  at  a  higher  price.  Rising  prices 
of  themselves  stimulate  buying.  Both  con- 
sumers and  dealers  are  prompted  to  carry 
larger  stocks  when  prices  are  moving  up- 
ward, and  if  there  is  difficulty  about  having 
orders  promptly  filled,  they  are  frequently 
duplicated  in  different  sources,  or  doubled 
as  to  quantities,  in  the  expectation  that  they 
will  be  only  partially  filled.  These  practices 
have  the  effect  of  exaggerating  whatever 
real  scarcity  exists,  creating  false  ideas  about 
it  among  producers,  dealers,  and  consumers. 

Construction  Work  Unduly  Stimulated 

Producers  are  misled  under  such  condi- 
tions into  taking  steps  to  increase  the  output 
to  an  unnecessary  degree.  Large  invest- 
ments are  made  which  in  some  instances  do 
not  become  remunerative  until  long  after- 
ward. It  happens  in  boom  periods  that 
under  the  influence  of  sanguine  expectations 
many  producers  get  an  undue  proportion  of 
their  capital  tied  up  in  fixed  investments  and 
are  obliged  to  borrow  heavily,  with  the  re- 
sult that  they  become  embarrassed. 

These  miscalculations  contribute  to  the 
congestion  in  construction  work.     In  every 
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period  of  expansion  in  the  iron  and  steel  in- 
dustry a  considerable  part  of  the  work  press- 
ing to  be  done  consists  of  machinery  for  new 
iron  and  steel  plants,  which  later  on  con- 
tribute to  a  state  of  depression  in  the  indus- 
try. When  railroad  building  was  active,  the 
movement  of  materials  for  the  new  lines 
helped  to  make  traffic  lively  for  the  old  lines, 
but  eventually  this  additional  business  ceased, 
and  some  of  the  new  roads  became  competi- 
tors of  the  old. 

The  Rise  of  Sugar,  1920 

The  great  rise  in  the  price  of  sugar,  and 
the  subsequent  decline  which  took  place  in 
1920  and  192 1,  with  disastrous  effects  upon 
producers  and  dealers,  illustrates  the  fluctu- 
ations to  which  business  in  many  lines  is  sub- 
ject, and  the  demoralization  that  results. 

The  price  of  sugar  had  been  controlled 
during  the  war  and  was  released  from  con- 
trol early  in  1920.  European  production 
had  fallen  off  during  the  war,  and,  although 
production  in  the  western  hemisphere  had  in- 
creased, the  world's  supplies  in  1920  were 
known  to  be  below  the  amount  of  pre-war 
consumption.  The  relation  of  supply  to 
effective  demand  could  not  be  accurately 
calculated,  but  the  price  began  to  rise,  and 
a  runaway  market  developed.  Consumers 
and  dealers  were  scrambling  to  lay  in  stocks 
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against  the  anticipated  scarcity,  and  the  price 
of  refined  sugar  went  to  about  23  cents  per 
pound.  Later  it  developed  that  while  there 
was,  indeed,  a  shortage  as  compared  with 
pre-war  demands,  a  great  deal  more  sugar 
was  available  than  was  wanted  for  consump- 
tion at  23  cents  per  pound,  or  at  one-half  that 
price.  The  price  fell  as  low  as  4  cents  per 
pound,  which  was  below  the  costs  of  produc- 
tion, and  the  effect  was  to  cause  heavy  losses 
among  dealers  and  refiners  and  a  general 
business  crisis  in  sugar-producing  regions. 

Anticipating  Future  Wants 

Mention  has  been  made  of  the  fact  that  In 
the  active  periods  of  railroad  building  in  this 
country,  construction  was  stimulated  in  some 
instances  by  the  ambitions  of  railroad  man- 
agers to  occupy  territory  in  advance  of  pos- 
sible competitors.  A  like  spirit  of  rivalry 
was  a  factor  in  town  building  in  the  same 
periods  of  expansion,  stimulating  undue  and 
extravagant  public  expenditures,  for  the  pur- 
pose of  making  a  show  of  enterprise  and 
prosperity  and  of  establishing  the  claims  of 
respective  cities  to  the  position  of  pre- 
eminence in  a  given  territory.  In  like  man- 
ner, rival  streets  or  districts  within  these 
growing  cities  contended  for  the  distinction 
and  advantage  of  being  "the  best  part  of 
town,"  often  with  unjustified  outlays,    and 
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sometimes  emulation  and  rivalry  among  In- 
dividuals were  likewise  carried  to  extremes. 
Every  part  of  this  country  at  some  time 
has  been  the  scene  of  real  estate  speculation, 
having  Its  origin  In  the  expectation  of  rapid 
development  and  consequent  rise  of  land 
values.  At  such  times,  when  the  transactions 
were  largely  speculative,  prices  often  have 
been  carried  far  above  the  values  realizable 
for  actual  use.  Of  course  such  buying  In 
time  comes  to  an  end  and  prices  collapse  with 
losses  to  the  last  holders. 

Summary 

All  the  manifestations  described  above  in- 
dicate that  disturbances  In  the  general  course 
of  business  are  usually  accompanied  by  ex- 
travagant speculation,  by  serious  miscalcula- 
tions concerning  the  course  of  prices,  the 
quantities  of  labor  and  material  that  are 
available,  and  the  length  of  time  in  which 
contracts  can  be  completed.  Such  develop- 
ments are  seen  to  have  been  especially  note- 
worthy in  such  lines  as  railroad  building  and 
general  construction  work,  partly  because 
these  activities  must  be  undertaken  months 
or  even  years  before  the  results  are  ready 
for  use,  and  partly  because  the  competitive 
interests  of  different  contractors  impel  them 
to  bid  eagerly  against  one  another  in. order 
to  obtain  materials  on  time.     It  is  in  conse- 
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quence  of  these  developments  that  the  even 
tenor  of  business  is  disturbed  and  the  indus- 
trial organization  thrown  out  of  balance. 

The  extent  of  the  resulting  injury  depends 
upon  the  number  of  people  involved  and  the 
degree  to  which  capital  or  credit  is  diverted 
from  regular  uses  and  destroyed  or  made 
temporarily  unavailable.  All  such  opera- 
tions in  some  degree  affect  employment  and 
the  flow  of  money  in  the  channels  of  trade. 

We  have  discussed  in  preceding  study- 
units  the  relation  between  the  volume  of 
money  and  the  level  of  prices,  between  the 
money  reserves  of  the  banks  and  the  ability 
of  the  banks  to  grant  credit,  and  the  influ- 
ence which  bank  credit,  in  common  with 
money,  has  upon  prices.  We  have  now  to 
develop  the  manner  in  which  prices  and 
^zredit  are  related  to  business  crises. 


IV 

Fluctuations  in  the  Volume  of 
Circulating  Credit 

Before  the  Great  War,  when  all  of  the 
principal  commercial  countries  were  on  a 
gold  basis,  fluctuations  within  any  country  in 
the  volume  of  the  standard  money  itself  were 
never   great   enough    to   bring   on   a    crisis. 
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They  were  quickly  self-correcting,  financial 
relations  between  the  countries  being  so  close 
that  gold  was  quickly  transferred  from  one 
to  another  as  needed. 

It  has  been  shown,  however,  that  the  use 
of  gold  in  the  bank  reserves  enables  the 
banks  to  make  loans  in  amounts  many  times 
greater  than  their  reserve  holdings.  Loans, 
as  we  have  seen,  are  chiefly  responsible  for 
the  aggregate  volume  of  bank  deposits,  and 
the  ability  of  the  banks  to  make  loans  de- 
pends upon  the  relation  of  their  reserves  to 
their  deposits,  and.  In  the  case  of  the  Federal 
reserve  banks,  of  their  reserves  to  their  cur- 
rency Issues.  The  reserve  banks  are  re- 
quired by  law  to  maintain  reserves  equal  to 
2S  per  cent  of  their  deposits  and  40  per 
cent  of  their  outstanding  currency  notes. 
The  member  banks  are  required  to  maintain 
cash  credits  In  the  reserve  banks,  varying 
from  13  per  cent  of  their  own  demand  de- 
posits In  some  of  the  large  cities,  down  to  7 
per  cent  In  the  small  cities.  It  thus  appears 
that  the  possible  fluctuations  In  the  amount 
of  bank  credit  in  use  are  very  large. 

The  actual  fluctuations  In  the  volume  of 
bank  credit  in  use  by  no  means  cover  the 
entire  range  between  zero  and  the  highest 
amount  permissible  under  the  reserve  re- 
quirements. A  large  amount  of  bank  credit 
is  always  in  use,  just  as  a  large  amount  of 
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business  is  being  done  even  in  times  of  de- 
pression, but  the  fluctuations  in  bank  credit 
are  such  as  to  materially  affect  the  price  level. 

The  Course  of  Expansion 

The  banking  situation  at  the  beginning  of 
a  period  of  prosperity  is  the  one  inherited 
from  the  preceding  period  of  depression. 
That  is,  loans  are  comparatively  low,  de- 
posits correspondingly  low,  reserve  ratios 
high,  and  interest  rates  easy.  As  prosperity 
gets  under  way,  loans  expand  and  deposits  in- 
crease. The  use  of  the  increased  deposits  for 
the  purchase  of  goods  tends  to  raise  prices. 
At  the  higher  prices,  the  goods  are  worth 
more  as  a  basis  of  credit,  and  loans  against 
them  may  be  increased.  Also,  the  new 
prices  require  larger  borrowing  by  the  busi- 
ness men  buying  materials.  These  new 
loans,  in  turn,  lead  to  still  higher  prices. 

As  loans  and  deposits  increase,  the  ratio 
of  reserves  to  deposits  is  lessened,  and  the 
trend  is  steadily  toward  the  limit  beyond 
which  credit  expansion  cannot  be  safely  car- 
ried. We  have  seen  heretofore  that  if  the 
gold  standard  is  to  be  maintained  reserves 
must  be  sufficient  to  assure  the  conversion  of 
all  bank  credit  into  gold  and  commodity 
prices  must  not  go  above  gold  values.  As 
the  ratio  of  bank  reserves  to  liabilities  is 
lowered,  the  banks  are  less  eager  to  make 
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loans,  scrutinize  applications  more  closely 
and  interest  rates  are  advanced.  As  the 
money  market  tightens  and  it  becomes  more 
difficult  to  secure  loans,  the  buying  pressure 
falls  off.  This  does  not  happen  suddenly, 
for  all  banks  do  not  come  to  the  limit  of 
their  lending  capacity  at  the  same  time,  and 
seldom  come  to  the  absolute  end,  but  as  they 
become  more  discriminating,  some  borrowers 
find  themselves  unable  to  increase  their  lines 
and  some  find  it  difficult  to  renew  their  paper. 
Restricted  buying  and  enforced  selling  turn 
prices  downward.  The  upward  movement 
has  run  its  course.     ^ 

Effects  of  Inflation 

We  have  seen  heretofore  that  various  in- 
fluences tend  to  carry  rising  prices  higher. 
Dealers  are  induced  to  carry  larger  stocks, 
not  only  by  the  appearance  of  scarcity,  but  to 
forestall  advances.  Whether  the  trading  is 
In  real  estate,  stocks,  or  merchandise,  rising 
prices  encourage  the  dealer  to  use  his  credit, 
for  the  more  deeply  he  goes  into  debt  the 
more  money  he  will  make,  so  long  as  prices 
are  rising.  There  Is  constant  temptation  for 
him  to  spread  his  own  capital  over  as  much 
property  as  possible  In  order  to  gain  the  In- 
crement upon  the  latter.  The  result  Is  that 
the  longer  the  rising-price  movement  con- 
tinues,   the   greater   becomes   the   aggregate 
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volume  of  Indebtedness,  and  the  narrower 
the  margin  of  value  above  Indebtedness. 
The  situation  thus  grows  Inherently  weaker; 
an  Increasing  number  of  people  are  holders 
of  property  upon  margins,  with  little  or  no 
reserve  resources,  and  a  diminishing  number 
of  people  are  potential  buyers.  If  prices 
turn  downward,  there  are  many  holders  who 
will  be  obliged  to  sell  and  there  will  be  little 
buying  power  in  the  market. 

Moreover,  just  as  rising  prices  encourage 
dealers  to  carry  larger  stocks,  so  falling 
prices  influence  them  to  work  off  their  stocks 
and  hold  off  on  buying  until  they  believe  the 
bottom  has  been  reached.  When  either  the 
rising  or  falling  movement  Is  clearly  under 
way,  these  collateral  influences  tend  to  carry 
it  farther.  This  is  an  important  factor  in 
the  swings  to  extremes. 

The  Law  of  Equilibrium 

When  prices  are  rising  the  market  is 
over-weighted  on  the  buying  side.  Buying  is 
in  anticipation  of  wants,  and  therefore  sup- 
plies in  the  hands  of  dealers  and  consumers 
are  accumulating.  But  they  cannot  always 
accumulate;  the  consumer  who  buys  a  barrel 
of  sugar  for  family  use.  Instead  of  a  dollar's 
worth  as  usual,  exercises  an  undue  influence 
in  the  market  at  the  moment  of  the  purchase, 
but  by  so  doing  he  eliminates  himself  as  a 
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factor  in  ihe  price  for  a  long  time  after- 
wards. If  prices  are  carried  up  by  buying  in 
excess  of  the  average,  they  are  certain  to  give 
way  later  as  the  result  of  a  deficit  of  buying. 
The  market  then  becomes  overweighted  on 
the  selling  side. 

Reaction  Always  Succeeds  Inflation 

Every  rise  of  prices  which  Is  supported 
and  carried  along  by  an  inflation  of  credit,  is 
bound  to  come  to  an  end  when  credit  inflation 
stops.  When  buying  slackens,  prices  waver, 
and  as  signs  of  weakness  appear,  selling 
increases.  The  reaction  is  inevitable.  The 
markets  must  keep  on  rising  or  they  will  go 
backwards,  and  when  a  great  body  of  in- 
debtedness has  been  created,  upon  margins 
which  grow  narrower  the  longer  the  rise  con- 
tinues, the  decline,  when  it  begins,  is  likely 
to  be  precipitate. 

A  state  of  credit  inflation,  by  which  is 
meant  a  situation  where  the  amount  of  credit 
in  use  is  increasing  faster  than  the  volume 
of  physical  production — faster  than  the  in- 
crease of  actual  wealth — is  bound  to  conclude 
somewhere,  for  if  carried  far  enough  it  will 
end  in  a  general  collapse  of  credit. 

Criticism  of  the  Banking  System 

In  every  crisis,  when  the  turn  of  prices 
from  rising  to  falling  occurs,  there  is  criti- 
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cism  of  the  banking  or  monetary  system.  It 
is  taken  as  a  self-evident  truth  that  if  more 
money  or  credit  were  available  prices  would 
continue  to  rise,  and  therefore  any  restriction 
is  unjustified.  It  Is  doubtless  true  that  If 
all  regard  for  the  standard  of  value  Is 
waived  and  money  Is  printed  as  of  late  years 
it  has  been  printed  in  Russia  and  Central 
Europe,  without  regard  to  redemption  or 
stabilization,  prices  can  be  kept  moving  up- 
ward because  the  money  itself  is  depreciat- 
ing, but  this  means  steady  progress  toward 
the  bottomless  pit.  In  Russia,  Austria,  and 
Germany,  the  rise  of  prices  which  has  fol- 
lowed every  new  issue  of  currency  has  of  it- 
self made  money  so  tight  that  a  crisis  has 
always  been  threatened  until  a  new  Issue  has 
been  made. 

Once  Inflation  Is  begun,  there  Is  no  stop- 
ping it  without  a  crisis,  and  the  longer  it  is 
permitted  to  run,  the  more  serious  the  crisis. 

Importance  of  Reserve  Resources 

The  stability  of  the  business  situation  de- 
pends upon  the  general  state  of  reserve  re- 
sources. The  situation  as  a  whole,  of  course, 
Is  made  by  the  individual  units  which  com- 
pose it.  The  man  who  is  out  of  debt  or 
whose  obligations  are  so  well  In  hand  that 
he  Is  able  to  meet  them  under  any  circum- 
stances that  may  arise,  Is  a  factor  of  strength 
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in  the  general  situation,  while  the  man  who, 
upon  any  slight  reversal  of  conditions,  finds 
himself  unable  to  meet  his  obligations  is  a 
factor  of  weakness.  A  continued  rise  of 
prices,  by  encouraging  people  to  go  into  debt, 
tends  to  impair  reserve  resources  and  to  get 
the  general  situation  into  shape  where  it  is 
subject  to  a  m.ore  or  less  disastrous  reaction. 

There  are  many  illustrations  of  the  danger 
of  trying  to  get  along  with  too  small  a  mar- 
gin of  resources  in  reserve.  If  a  grazing 
country  is  stocked  up  to  the  limit  of  the 
cattle  it  can  carry  in  a  season  of  abundant 
rainfall,  the  profits  of  a  favorable  season 
will  be  at  the  maximum,  but  when  an  un- 
favorable season  comes,  cattle  will  have  to 
be  moved,  and  if  the  drought  is  widespread, 
so  many  may  have  to  be  sold  on  the  central 
markets  that  prices  may  be  affected,  and 
losses  may  be  heavy.  If  cattle  owners  have 
involved  themselves  heavily  in  debt,  the  sit- 
uation may  be  complicated  still  further,  and 
finally,  the  plight  of  the  cattle  growers  may 
have  serious  effects  upon  all  kinds  of  busi- 
ness in  a  given  territory. 

And  so  when  business  generally  becomes 
unduly  extended  in  proportion  to  owned  capi- 
tal employed,  the  power  of  resistance  against 
adverse  development  is  weakened,  the  in- 
ability of  one  business  concern  to  meet  its 
obligations   affects    others,    and   widespread- 
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demoralization  results.  If  the  profits  of 
good  times  are  used  to  reduce  the  propor- 
tion of  Indebtedness  to  capital,  a  business 
will  be  in  stronger  position  to  meet  reverses, 
but  if  they  are  used  as  a  basis  for  increased 
indebtedness,  it  will  be  a  weak  spot  in  the 
business  structure. 

In  like  manner,  if  individuals  would  use 
the  earnings  of  good  times  to  create  reserves 
against  bad  times,  instead  of  spending  these 
earnings,  and  perhaps  thereby  adopting  a 
scale  of  expenditures  which  cannot  be  per- 
manently maintained,  the  effect  would  tend  to 
stabilize  conditions.  It  is  the  cumulative  ef- 
fect of  many  failures  and  a  widespread  cur- 
tailment of  buying  that  makes  the  periods  of 
depression.  The  entire  business  situation  is 
made  abnormally  sensitive  to  every  adverse 
influence  by  the  actions  of  many  people  in 
using  too  much  credit  for  their  capital,  or  in 
living  up  to  their  Incomes  too  closely. 

Summary 

While  prices  are  falling,  all  Influences 
combine  to  carry  them  lower;  buyers  hold 
off,  creditors  press  the  weaker  debtors  for 
payment,  industry  slackens,  and  the  loss  of 
employment  curtails  consumption.  While 
this  situation  exists  an  accumulation  of  wants 
IS  being  made,  which  when  released  later  on, 
tends  to   raise  demands  above  what  would 
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be  a  normal  average,  thus  creating  the  condi- 
tions for  another  reaction. 

In  like  manner,  when  it  is  evident  that  the 
worst  is  over,  and  conditions  begin  to  mend, 
all  influences  join  to  improve  the  situation. 
Rising  prices  stimulate  buying,  industry 
quickens,  and  as  the  wage  rolls  swell,  con- 
sumption increases.  This  development,  to- 
gether with  the  rise  of  wages,  prices,  and 
Interest  and  the  increase  of  bank  loans  that 
naturally  go  with  it,  constitute  legitimate, 
wholesome  expansion. 

When  confidence  is  completely  regained 
and  belief  in  a  lengthy  period  of  prosperity 
Is  established,  the  sanguine,  speculative  spirit 
develops.  It  is  stimulated  by  the  deficit  In 
many  kinds  of  goods  and  constructional  work 
that  accumulated  during  the  depression. 
Consumption  having  been  below  normal  for 
a  time,  demand  now  rises  above  normal,  and 
stimulates  the  Industries  to  the  limit  of  their 
capacity.  This  Is  the  point  where  danger 
begins,  for  in  the  long  run  demand  will  not 
remain  above  normal  any  more  than  it  will 
remain  below  normal,  and  people  are  easily 
deceived  as  to  what  Is  the  normal,  or  aver- 
age and  permanent,  demand. 

When  industrial  expansion  has  reached 
the  point  where  the  industrial  forces  are 
practically  in  full  action,  further  stimulus 
accomplishes  comparatively  little  in  iricfrea,s- 
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Ing  production  but  has  an  undue  effect  in 
raising  wages  and  prices,  just  as  a  slacken- 
ing demand  which  results  in  surplus  produc- 
tion has  an  undue  effect  in  lowering  wages 
and  prices.  The  loss  of  equilibrium  either 
way  is  undesirable.  Any  excess  is  paid  for 
by  a  deficit  later;  therefore  the  remedy  for 
periods  of  depression  lies  in  preventing  peri- 
ods of  inflation. 

When  expansion  has  reached  the  limit  of 
existing  industrial  capacity,  further  expan- 
sion of  bank  credit  accomplishes  nothing 
but  to  finance  a  competitive  struggle  for 
labor  and  materials.  Such  a  situation  was 
witnessed  in  the  boom  period  following  the 
war,  when  the  industries  for  a  time  seemed 
to  be  helpless  in  a  cycle  of  rising  wages  and 
prices,  which  bettered  nobody's  condition  and 
apparently  had  no  end.  Wages  went  up  be- 
cause the  cost  of  living  w^ent  up,  and  the 
cost  of  living  went  up  because  wages  rose. 
When  the  limit  of  credit  expansion  was 
reached,  the  motive  power  that  had  been  be- 
hind the  movement  was  exhausted,  buying 
fell  off,  and  prices  inevitably  gave  way. 

An  Important  Cause  of  Crises 

The  foregoing  discussion  leads  to  the 
general  conclusion  that  an  expansion  of  busi- 
ness based  upon  an  undue  use  of  paper 
money  or  other  forms  of  circulating  credit, 
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such  as  bank  credit,  is  an  important  cause 
of  commercial  crises.  If  we  could  avoid  this 
unwise  expansion,  we  might  then  hope  to  be 
free  from  the  more  severe  shocks  of  finan- 
cial panics  which  have  so  often  accompanied 
commercial  crises.  Methods  of  avoiding 
crises  must  therefore  include  methods  of 
avoiding  inflation. 

There  is  no  getting  away  from  the  funda- 
mental necessity  for  preventing  inflation.  It 
Is  a  requirement  for  which  there  is  no  sub- 
stitute. Whenever  inflation  is  permitted  to 
occur,  crises  will  occur.  But  there  are  never- 
theless ways  of  preventing  these  crises  from 
being  so  severe  as  they  have  commonly  been. 
In  short,  crises  may  be  prevented  from  de- 
generating into  panics  by  methods  which  are 
inadequate  to  prevent  crises  themselves.  A 
special  and  separate  consideration  of  panics 
is  undertaken  in  the  following  section. 


V 

Panics 

In  the  financial  history  of  the  United 
States,  panics  have  usually  been  "money 
panics,"  characterized  by  a  wild  scramble  of 
bank  depositors  to  withdraw  their  funds 
from  banks,  by  a  restriction  of  payments  of 
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cash  to  depositors,  and  by  forced  liquidation 
of  bank  loans  and  other  debts  with  conse- 
quent forced  sale  of  securities  and  commodi- 
ties for  cash.  Many  business  failures  have 
occurred  at  such  times,  and  these  failures 
have  not  only  included  really  insolvent  con- 
cerns but  also  many  solvent  concerns  which 
went  to  the  wall  through  inability  to  secure 
banking  accommodations. 

The  panics  which  we  have  had  in  the 
United  States  have  almost  always  been 
marked  by  sudden  and  notable  bank  failures. 
Thus  widespread  bank  failures  occurred  in 
1825,  1837,  1857,  1873,  1893,  and  1908. 
The  number  in  1893  was  about  four  times 
as  large  as  the  average  annual  number  for 
the  ten-year  period,    1890  to    1899. 

Notable  bank  failures  did  not  occur  in 
America  in  1920,  and  widespread  bank  fail- 
ures have  not  occurred  in  England  since 
1866.  Light  will  be  thrown  on  the  cause 
and  cure  of  panics  by  inquiring  why  they 
have  been  dying  out  for  so  long  in  England, 
and  why  they  have  begun  to  disappear  in 
this  country. 

A  Shortage  of  Currency  and  Credit 

The  essential  features  of  the  panics  which 
formerly  prevailed  in  both  countries  were  an 
acute  shortage  of  available  currency  and 
loanable  capital,  very  high  rates  for  money, 
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inability  of  many  business  men  to  obtain 
accommodations,  and,  consequently,  a  very 
great  number  of  business  failures. 

The  principles  which  enabled  England  to 
avoid  such  developments  after  the  crisis  of 
1866  were  laid  down  in  a  book  which  ap- 
peared In  the  spring  of  1873.  This  was  the 
little  volume  called  "Lombard  Street"  by 
Walter  Bagehot,  then  editor  of  the  London 
financial  journal,  "The  Economist.''  The 
thesis  of  this  book  was  that  each  of  the  suc- 
cessive crises  to  which  English  Industry  had 
been  subjected  was  chiefly  due  to,  or  at  least 
deeply  accentuated  by,  bad  banking  policy, 
and  especially  and  particularly  the  policy  of 
the  directors  of  the  Bank  of  England. 

*^Panic  Financiering** 

Bagehot's  Insistence  was  that  the  Bank  of 
England  was  essentially  England's  bank  of 
reserves,  and  that  the  whole  point  and  pur- 
pose of  these  reserves  was  their  use  In  times 
of  need  and  stress;  and  that  by  the  courage- 
ous use  of  these  reserves  in  such  times  the 
worst  features  of  these  crises  would  disap- 
pear. Bagehot  laid  down  the  rule  that  in 
times  of  crisis  the  hanks  must  lend  freely, 
must  not  curtail  loans,  but  must  keep  the  rate 
of  interest  high.  The  first  two  conditions 
were  the  reverse  of  what  had  always  taken 
place  before.  '     , 
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Bagehot's  v/ork  appeared  a  few  months 
before  the  outbreak  of  the  American  panic 
of  1873,  which  had  repercussions  all  over 
the  commercial  world.  At  this  time  the  di- 
rectors of  the  Bank  of  England  reversed 
their  traditional  policy  of  a  whole  century, 
a  policy  declared  by  resolution  but  a  few 
years  previous,  and  met  the  situation  in  Eng- 
land exactly  as  Bagehot  had  demanded.  The 
result  was  that  England  came  through  this 
period  of  tremendous  and  world-wide  strain 
relatively  unscathed.  It  was  undoubtedly 
the  most  notable  triumph  which  any  work  of 
pure  economic  theory  ever  achieved. 

The  principles  thus  laid  down  were  speed- 
ily adopted  throughout  the  banking  world. 
Since  about  that  same  time  France  has  been 
relatively  free  from  severe  financial  panics, 
and  the  same  is  true  in  a  lessened  degree  of 
Germany.  The  establishment  of  sound  bank- 
ing, including  both  a  sound  system  and  a 
sound  policy,  appears  to  have  had  exactly 
the  effect,  in  all  of  these  States,  which  "Lom- 
bard Street"  had  foretold. 

IVhy  the  United  States  Lagged  Behind 

It  is  obvious  that  In  order  that  the  banks 
may  carry  out  Bagehot's  Idea  of  lending 
freely  in  a  crisis  it  is  necessary  that  they  shall 
have  resources  in  reserve  when  a  crisis 
comes.     In  the  United  States,  prior  to  the 
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establishment  of  the  Federal  Reserve  Sys- 
tem, the  trouble  invariably  was  that  the 
banks  had  exhausted  their  lending  power  in 
the  period  of  inflation,  and  had  no  lending 
power  for  use  in  the  crisis.  This  condition 
arose  from  the  fact  that  we  had  no  central 
bank  like  the  Bank  of  England,  but  only 
many  thousands  of  local  banks,  each  of 
which  pursued  its  own  policy,  in  good  times 
and  bad.  The  natural  desire  of  each  of 
these  banks  in  normal  times  was  to  have  Its 
funds  as  fully  employed  as  possible;  the 
general  practice  was  to  expand  loans  until 
reserves  stood  but  little  above  the  minimum 
prescribed  by  law. 

The  business  world  found  such  a  situation 
disastrous  in  every  time  of  crisis.  At  such 
times  banks  had  no  surplus  lending  power, 
because  they  had  no  surplus  reserves,  and 
business  men  had  scarcely  any  opportunity 
to  obtain  more  currency,  because  only  na- 
tional banks  could  issue  currency  and  then 
only  when  secured  by  government  bonds,  as 
explained  in  our  discussion  of  banking.  The 
primary  purpose  of  the  Federal  Reserve  Act, 
passed  in  1913  and  put  into  effect  in  1914, 
w^as  to  establish  In  the  banking  system  an 
agency  for  keeping  the  reserves  of  the  na- 
tional banks  of  the  country  and  for  con- 
trolling them  in  such  fashion  that  bank  loans 
could  never  be  extended  so  far  as  to  make 
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further  loans  impossible.  To  provide  su- 
perior facilities  for  the  issue  of  currency 
was  also  an  essential  object  of  the  act. 

Thus  it  was  that  the  crisis  which  began  in 
May  of  1920,  although  naturally  embarras- 
sing to  many  solvent  business  men,  did  not 
find  the  latter  altogether  deprived  of  bank- 
ing accommodations,  as  would  have  been  the 
case  under  the  old  banking  system.  Neces- 
sitous firms,  if  really  solvent,  were  able  to 
obtain  credit  and  anybody  who  had  any  claim 
on  currency  was  able  to  get  it.  In  fact,  bank 
loans  continued  to  expand  until  November 
of  that  year,  and  the  volume  of  Federal  re- 
serve notes  also  continued  to  expand. 

A  Reserve  of  Lending  Power 

The  full  value  of  the  Federal  Reserve 
System,  however,  was  not  realized  for  the 
reason  that  the  reserve  banks  had  become 
largely  extended  in  the  war  period,  and  had 
much  less  lending  capacity  in  reserve  when 
the  crisis  came  than  should  be  the  case  when 
conditions  are  not  complicated  by  war  finan- 
ciering. Nevertheless  the  experience  af- 
forded a  demonstration  that  in  the  Federal 
Reserve  System,  if  properly  administered, 
we  now  appear  to  have  an  agency  for  the 
prevention  of  panics;  that  is,  for  preventing 
crises  from  degenerating  into  panics. 

In  creating  the  Federal  reserve  banks  as 
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the  custodians  of  a  reserve  of  bank  credit, 
the  Reserve  Act  provided  that  the  member 
banks  of  the  system  should  have  access  to 
this  fund  of  credit  by  offering  commerial 
paper  to  be  rediscounted. 

On  the  other  hand,  in  order  to  give  the 
authorities  of  the  reserve  system  some  con- 
trol over  the  demands  upon  the  reserve 
banks,  the  Act  also  gave  to  the  reserve  banks 
the  power  to  fix  the  rate  of  rediscount.  They 
are  thus  in  position  to  apply  the  policy  of 
lending  at  high  rates  only,  which  had  been 
recommended  by  Bagehot  and  followed  by 
the  central  banks  of  other  countries.  The 
purpose  of  this  policy  is  simple  enough;  high 
rates  should  discourage  borrowing  on  the 
part  of  those  who  are  not  actually  forced 
to  borrow,  so  that  the  available  funds  may 
consequently  be  used  where  they  will  do  the 
most  good.  The  idea  is  analogous  to  that 
of  stopping  a  runaway  horse  by  turning  him 
up  a  hill,  as  represented  by  the  higher  rates 
of  rediscount,  instead  of  running  him  against 
a  wall,  as  represented  by  absolute  refusal 
to  make  or  extend  loans,  as  sooner  or  later 
came  about  under  the  old  banking  system. 

The  evident  power  of  the  Federal  Reserve 
System  to  mitigate  the  severity  of  financial 
panics,  after  these  have  once  broken  out,  and 
provided  the  reserve  banks  have  not  ex- 
hausted their  own  lending  power,  should  lead 

57 


ECONOMICS    FOR    EXECUTIVES 

no  one  to  assume  a  position  of  comfortable 
optimism.  What  the  situation  requires  is 
the  elimination  of  those  conditions  which 
force  business  men  and  their  banks  to  re- 
quire a  large  and  sudden  Increase  In  the 
amount  of  credit  that  they  need. 

The  prevention  of  crises,  in  short,  if  only 
this  can  be  accomplished,  is  a  much  more 
Important  matter  than  the  provision  of 
machinery  for  preventing  these  crises  from 
being  accompanied  by  panics.  We  shall  take 
up  this  question  later,  but  before  doing  so  we 
shall  find  It  of  advantage  to  consider  some 
factors  which  led  up  to  the  crisis  of  1920- 
192 1,  notably  the  movement  of  prices  that 
culminated  at  that  time. 


VI 

Price  Movements  and  the  Crisis 
of  1920-1921 

From  the  middle  of  19 15  to  May,  1920, 
the  price  level  In  the  United  States  rose  at 
the  average  rate  of  35  per  cent  per  annum. 
During  each  month  of  this  period  the  aver- 
age Increase  was  greater  than  It  had  been 
during  each  year  between  1896  and  19 14. 
Looking  back  from  the  perspective  of  this 
recent   experience,   the   advancing  prices   of 
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the    earlier   decade    now    appear    moderate, 
yet  they  were  then  regarded  as  phenomenal. 

PERCEM-. 
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An  inspection  of  the  above  chart  showing 
international  price  movements  for  the  period 
from  19 1 5  to  1920,  makes  it  apparent  that 
the  rise  in  prices  which  preceded  the  collapse 
of  1920  was  by  no  means  confined  to  the 
United  States.  Even  the  astonishing  rise  of 
35  per  cent  per  annum  in  the  United  States 
Is  mild  as  compared  to  the  rise  during  the 
same  period  in  England,  France,  and  Jtaly. 
At  the  peak,  the  price  level  in  the  United 
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States  stood  172  per  cent  above  the  pre-war 
level;  but  in  England  the  rise  amounted  to 
213  per  cent,  in  France  to  488  per  cent;  and 
In  Italy  to  564  per  cent,  or  more  than  three 
times  the  rise  in  the  United  States. 

In  all  these  countries  prices  would  doubt- 
less have  risen  on  account  of  the  war,  no 
matter  what  method  of  war  financing  had 
been  employed.  The  war  itself  shut  the 
doors  of  trade  between  the  two  groups  of 
belligerent  countries.  Later  on,  the  block- 
ade prevented  the  movement  of  goods  be- 
tween neutral  countries  and  certain  of  the 
belligerents.  These  conditions  naturally 
brought  about  a  number  of  price  advances. 
Thus,  sugar,  chemicals,  fertilizers,  and  dye 
stuffs  could  not  leave  Germany,  and  coffee, 
rubber,  and  copper  could  not  enter.  The 
prices  of  these  commodities  immediately  re- 
flected the  breakdown  in  the  normal  course 
of  trade. 

Effect  of  War  Demand 

Another  effect  of  the  war  Itself  was  to 
increase  the  demand,  within  each  country, 
for  the  materials  of  war,  which  carried  their 
prices  high  enough  to  make  profitable  con- 
version of  the  industry  of  the  country  from 
a  peace-time  to  a  war-time  basis.  Men,  ma- 
terials, and  equipment  had  to  be  drawn  from 
the  pursuits  of  peace  and  put  to  work  on  the 

60 


PANICS,    CRISES,    AND   DEPRESSIONS 

tasks  which  were  essential  for  winning  the 
war.  Wages,  prices,  interest  rates,  and 
profits,  were  the  incentives  which  together 
with  patriotic  motives  placed  the  industry  of 
the  country  on  a  war  footing.  In  all  belli- 
gerent countries  the  governments  entered  into 
competition  with  one  another  to  secure  war 
supplies.  Such  new  and  enlarged  demands, 
under  the  conditions  of  war,  would  inevit- 
ably have  affected  prices  no  matter  what 
method  of  war  financing  had  been  employed. 
But  In  addition  to  all  this,  and  more  im- 
portant in  its  effects  on  the  general  level  of 
prices  both  here  and  abroad,  were  the  meth- 
ods employed  by  all  the  governments  in 
financing  the  war.  In  a  word,  the  war  was 
largely  financed  by  credit  inflation.  Some 
countries  used  the  crude  and  direct  method  of 
issuing  government  paper  money,  as  did  the 
United  States  in  the  Civil  War,  and  with  sim- 
ilar consequences  on  prices.  In  other  coun- 
tries the  methods  were  less  direct.  The  banks 
expanded  their  credit  in  the  form  of  notes 
and  deposits,  exchanged  this  credit  for  gov- 
ernment securities,  and  the  government  then 
purchased  supplies  with  the  inflated  bank 
credit.  This  modern  method  was  less  ob- 
viously inflation,  especially  In  the  United 
States  where  inflation  did  not  result,  as  in 
the  Civil  War  period.  In  the  suspension  of 
specie  payments,  but  Its  effects  upon  prices 
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were  quite  as  serious.  Since  war  inflation 
was  the  chief  cause  of  the  advance  in  prices 
in  every  country,  it  is  essential  to  give  some 
attention  to  how  this  inflation  came  about. 

Fundamental  Error  in  Inflation 

The  initial  mistake  was  made  in  thinking 
about  the  industrial  problems  in  terms  of 
money  instead  of  goods.  It  was  necessary 
that  war  materials  be  produced  and  that  full 
production  of  supplies  for  winning  the  war 
be  maintained,  but  the  letting  of  contracts 
and  the  borrowing  of  money  do  not  of  them- 
selves produce  goods.  The  willingness  of  a 
government  to  let  contracts  and  spend  money 
will  not  remove  the  industrial  limitations 
imposed  by  the  productive  capacity  of  the 
country's  equipment  and  working  force.  In 
fact,  once  the  productive  capacity  has  been 
reached,  the  attempt  to  enlarge  it  by  merely 
spending  more  money  is  worse  than  futile. 
For,  instead  of  securing  more  goods,  it  only 
results  in  higher  prices  for  the  goods  and 
services  already  available. 

Under  the  pressure  of  war,  the  govern- 
ments of  all  belligerent  nations  attempted 
to  buy  more  goods  than  it  was  possible  to 
produce.  Banks  were  urged  as  a  matter  of 
patriotic  duty  and  upon  the  credit  of  the 
government,  to  enlarge  the  currency.  The 
increased  currency  was  used  by  holders  of 
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war  contracts  to  bid  against  one  another  for 
materials  and  men,  and  so  prices  and  wages 
advanced.  Inflation  began  the  moment  that 
the  volume  of  currency  increased  more 
rapidly  than  the  volume  of  production. 
After  the  country  once  reached  capacity  out- 
put, each  additional  Increase  In  currency 
resulted  simply  In  further  Inflation.  The 
differences  in  International  price  levels  In- 
dicates roughly  the  extent  to  which  the  cur- 
rency of  different  countries  depreciated  as  a 
result  of  war  Inflation. 

When  the  war  ended,  however,  inflation 
did  not  cease.  Following  the  armistice  the 
markets  of  the  world  hesitated  as  if  to  see 
what  might  happen,  and  for  a  few  months 
prices  declined  slightly.  Then  the  many  de- 
mands that  had  been  held  in  check  by  the 
war  were  let  loose,  prices  began  to  rise,  con- 
fidence was  revived,  and  a  new  period  of 
^'prosperity"  began. 

A  New  Burst  of  Inflation 

This  soon  developed  a  new  outburst  of 
inflation.  Bank  loans  In  the  United  States 
expanded  almost  as  much  In  19 19  as  they 
did  in  19 18.  Banks  financed  both  foreign 
buyers  and  domestic  producers;  the  demand 
for  commodities  continued  larger  than  the 
ability  of  the  country  to  produce;  and  the 
buying   financed   by   the    new    credit    again 
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forced  up  the  level  of  prices.  High  wages 
and  full  employment  furnished  the  workers 
with  large  buying  power,  and  the  higher 
prices  of  farm  products  gave  farmers  the 
funds  to  buy  land  at  speculative  prices  and 
to  compete  for  the  limited  supplies  of  con- 
sumers' goods.  During  the  post-war  Infla- 
tion, the  demands  of  individual  consumers 
took  the  place  of  the  government's  war  de- 
mands; business  men  rather  than  the  govern- 
ment borrowed  inflated  credit;  purchasing 
power  in  the  form  of  bank  credit  continued 
to  increase  more  rapidly  than  the  volume  of 
production.  Prices  rose  and  the  profits  of 
doing  business  on  a  rising  market  were  large. 

The  Reaction  Sets  In 

Only  here  and  there  was  there  anyone  who 
thought  such  prosperous  business  conditions 
could  not  continue  indefinitely,  and  he  was 
usually  looked  upon  by  his  associates  as  a 
pessimist.  The  prediction  that  the  end  was 
in  sight,  was  based  largely  upon  the  over- 
extended character  of  bank  credit,  the  short- 
age of  capital,  the  industrial  chaos  in  Europe, 
and  the  encroachment  of  costs  upon  selling 
prices.  By  the  autumn  of  19 19,  these  ad- 
vance signs  of  a  business  reaction  had  become 
too  evident  to  be  ignored. 

In  November,  19 19,  the  Federal  reserve 
banks,   in  order  to  conserve   the   supply  cf 
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credit,  raised  their  rediscount  rates.  Even  the 
slight  advance  in  rates  caused  an  immediate 
reaction  in  the  stock  market,  not  because  the 
slight  increase  was  in  itself  important,  but 
because  it  indicated  the  purpose  of  the  Fed- 
eral Reserve  Board  to  check  further  expan- 
sion of  bank  credit.  Even  with  the  enormous 
inflow  of  gold  and  the  reduced  reserve  re- 
quirements, the  banks  had  almost  reached  the 
limit  of  their  lending  power.  The  only  ques- 
tion was  whether  the  liquidation  could  be 
carried  through  without  a  panic. 

The  reaction  in  prices  which  set  in  during 
the  spring  of  1920  was  as  world-wide  as  the 
advance  had  been.  The  first  price  levels  to 
decline  were  those  in  Japan  and  India;  Great 
Britain  and  France  followed;  and  in  May, 
prices  in  the  United  States  reached  their 
peak  and  joined  the  downward  movement. 
Also,  the  decline  was  as  abrupt  as  the  ad- 
vance. Within  a  year  the  price  level  of  the 
United  States  had  fallen  43  per  cent. 

This  decrease  in  prices  was  not  delib- 
erately forced  upon  the  country  by  a  con- 
traction of  bank  credit.  In  fact,  bank  loans 
continued  to  expand  for  some  months  after 
the  decline  in  prices  had  begun  and  the 
volume  of  bank  loans,  bank  deposits,  and 
bank  notes,  all  decreased  more  slowly  than 
the  level  of  prices.  During  the  fall  in  prices 
the  banks  stood  by  their  borrowers  as  they 
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never  before  had  been  able  to  do  In  time  of 
stress,  and,  for  the  first  time  in  the  history 
of  the  country,  the  business  community  was 
carried  through  a  crisis  without  suffering  a 
money  panic. 


VII 

The  Prevention  of  Crises  and 
Depressions 

We  now  come  to  the  question  of  whether 
crises  and  depressions  can  be  prevented,  and 
to  a  consideration  of  proposals  for  accom- 
plishing this  purpose. 

It  is  clear  from  our  analysis  of  the  causes 
of  crises  that  treatment  of  them  must  begin 
before  the  crises  themselves  develop.  Thus 
we  have  noted  that  a  state  of  prosperity,  In 
which  rising  prices  is  a  prominent  factor,  is 
to  a  great  extent  delusive.  The  profits  that 
are  made  by  buying  and  selling  on  a  rising 
market  are  fortuitous  and  to  a  great  extent 
unearned.  Such  conditions  are  not  condu- 
cive to  careful  and  efficient  management, 
but  rather  to  loose  administration  and 
wasteful  methods.  The  natural  corrective, 
after  the  crisis  has  once  developed,  comes  all 
along  the  line  when  profits  begin  to  shrink 
and  managers  begin  to  scrutinize  costs  and 
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calculate  the  contribution  that  every  mem- 
ber of  the  organization  is  making  to  the 
output.  Every  crisis  is  a  time  of  settlement 
and  readjustment,  made  necessary  by  the 
errors  and  laxities  of  the  period  preceding. 

In  looking  for  remedies  for  crises  we  must 
not  get  so  close  to  the  acute  situation  that 
we  will  fail  to  take  account  of  the  readjust- 
ments that  are  necessary  in  order  to  restore 
sound  conditions.  For  example,  artificial 
attempts  to  stabilize  prices  or  wages  upon 
levels  that  have  been  reached  in  a  period  of 
expansion  are  almost  certain  to  obstruct  re- 
covery. The  fact  that  industrial  activity  has 
slowed  down  is  proof  that  the  organization 
has  become  unbalanced  in  some  manner,  and 
the  equilibrium  is  best  restored  by  the  free 
play  of  natural  forces. 

What  is  wanted  is  not  so  much  treatment 
of  crises  themselves  as  intelligent  and  co- 
operative efforts  to  keep  the  great  organiza- 
tion which  serves  our  needs  from  getting 
out  of  balance  and  to  maintain  it  in  effective 
working  order. 

One  obstacle  to  such  efforts  in  the  past 
has  been  that  men  have  looked  upon  business 
crises  as  inevitable,  to  be  expected  periodic- 
ally until  the  end  of  time.  Against  this  atti- 
tude of  mind  remedial  proposals  could  make 
little  headway.  But  there  are  beginning  to 
be  many  signs  indicating  a  new  attitude  of 
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mind  toward  the  problem.  Men  are  begln- 
tilng  to  ask  whether  co-operation  for  the  pre- 
vention of  crises  is  not  an  entirely  practical 
matter  and  to  give  serious  attention  to  pro- 
posed methods  of  preventing  them. 

Proposals  for  Mitigating  Crises 

While  no  one  doubts  the  difficulty  of  the 
task,  a  belief  that  it  may  be  in  large  degree 
accomplished  is  distinctly  gaining  strength 
among  both  economists  and  business  men. 
Professor  Wesley  C.  Mitchell,  who  has 
studied  the  matter  until  he  has  attained  the 
position  of  a  leading  authority,  sounds  this 
optimistic  note :  "There  is  nothing  in  current 
theories  of  business  cycles  and  nothing  in  the 
economic  history  of  the  past  which  forbids 
us  to  hope  that  by  well-conceived  measures 
we  can  mitigate  in  great  part  the  sufferings 
which  we  undergo  at  present  in  consequence 
of  booms  and  depressions." 

Concrete  suggestions  for  forestalling 
crises  and  depressions  have  gone  beyond  the 
stage  of  pure  speculation.  Several  propo- 
sals have  been  generally  accepted  as  offering 
the  promise  of  good  results. 

Four  of  the  most  promising  of  the  meth- 
ods suggested  will  be  outlined  in  the  follow- 
ing discussion.  They  are,  first,  the  planning 
and  execution  of  more  construction  work  by 
railroads   and   other   industries   in   times   of 
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slackening  activity;  second,  the  spreading 
out  in  similar  fashion  of  the  building  of 
public  works;  third,  the  management  of  the 
banking  system  in  such  fashion  as  will  dis- 
courage inflation;  fourth,  the  furnishing  to 
business  men  of  adequate  information  on 
which  to  base  their  policies. 

Planning  at  Long  Range 

The  first  proposal  for  preventing  crises 
and  depressions  calls  for  the  long-range  plan- 
ning of  construction  work  by  railroads  and 
by  other  industries,  with  a  view  to  having 
such  work  distributed  from  year  to  year  so 
that  employment  in  it  would  be  more  regular 
and  uniform.  It  is  even  urged  that  instead 
of  being  the  chief  disturbing  influence,  by 
reason  of  spasmodic  construction  programs, 
the  railroads  and  other  public  utilities  might 
wield  a  great  stabilizing  influence  by  so  ad- 
justing their  plans  as  to  make  their  largest 
expenditures  for  such  purposes  in  years  when 
general  construction  is  comparatively  light, 
and  that  this  might  be  to  their  own  advan- 
tage, because  the  work  could  be  done  most 
economically  at  such  times. 

There  is  much  plausibility  in  the  sugges- 
tion although  there  are  more  difficulties 
about  carrying  it  out  than  appear  upon  the 
surface.  The  plans  of  corporations  are  in- 
fluenced by  competitive  conditions  and  ^Iso 
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by  various  circumstances  which  affect  the  de- 
mand for  their  services  and  their  ability  to 
finance  large  expenditures.  The  construction 
activities  of  the  railroads  have  been  largely 
controlled  by  the  state  of  the  money  market 
and  of  their  own  credit.  It  is  to  be  said, 
however,  that  any  policy  that  would  contri- 
bute to  a  greater  degree  of  stability  in  the 
industrial  situation  and  at  the  same  time 
make  the  demands  upon  the  money  market 
less  fitful,  would  naturally  promote  stability 
in  financial  conditions.  We  have  seen  that 
unusual  expenditures  for  railroad  construc- 
tion have  often  stimulated  unusual  expendi- 
tures for  other  construction  work,  and  that 
these  have  been  followed  by  a  slackening 
of  all  construction  work.  A  more  systematic 
procedure  with  respect  to  the  one  class  of 
work  probably  would  be  accompanied  by 
greater  uniformity  in  the  other  class,  with 
the  result  that  in  the  aggregate  the  peaks 
and  hollows  of  such  work  would  be  less 
pronounced. 

Public  JVorks 

The  systematic  planning  of  public  works 
for  the  purpose  of  preventing  depressions 
would  appear  at  first  thought  to  be  one  of 
the  simplest  methods  for  stabilizing  employ- 
ment, for  spasmodic  public  expenditures  are 
frequently  resorted  to  for  this  purpose.   The 
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two,  however,  are  very  different  policies. 
The  first  requires  the  systematic  distribution 
of  necessary  work  over  a  period  of  years; 
the  second  may  often  mean  the  undertaking 
of  unnecessary  work  on  the  popular  impulse 
of  the  moment. 

There  is,  of  course,  no  gain  to  the  public 
in  general  from  collecting  taxes  in  dull  times 
to  be  spent  on  comparatively  needless  con- 
struction. It  is  always  to  be  remembered 
that  whatever  money  the  government  re- 
frains from  taking  away  from  citizens  in  the 
form  of  taxes  is  available  to  citizens  for  the 
buying  of  things  for  their  own  use.  Mere 
diversion  of  such  expenditures  from  private 
to  public  purposes  does  not,  of  course,  in- 
crease the  total  volume  of  business. 

A  Balance  Wheel  of  Industry 

But  the  financing  of  public  works  accord- 
ing to  a  systematic  program  does  something 
else;  it  diminishes  private  expenditure  in 
good  times,  when  the  money  is  raised,  and 
increases  public  expenditure  when  times  are 
dull,  and  thus  serves  as  a  balance  wheel  of 
industry.  The  desirability  of  erecting  neces- 
sary public  buildings,  constructing  roads,  and 
the  like,  when  the  costs  are  lowest,  and  when 
men  and  materials  are  easiest  to  get,  should 
be  obvious  enough,  even  to  the  average 
voter,  and  there  seems  to  be  no  insuperable 
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obstacle  to  having  at  least  a  moderate  share 
of  such  work  held  in  reserve  for  dull  times. 
The  well-known  British  statistician,  Profes- 
sor Bowley,  estimated  some  years  ago  that 
if  for  10  years  between  3  and  4  per  cent 
of  the  ordinary  annual  appropriations  for 
public  works  and  services  had  been  set  aside 
in  normal  years  for  expenditures  in  times  of 
depression  the  amount  would  have  been  suf- 
ficient to  offset  the  wage  loss  on  account  of 
industrial  depression  during  the  decade. 

We  have  seen  that  the  actual  percentage 
of  unemployment  in  bad  times  is  not  very 
formidable,  and  it  does  not  seem  impossible 
that  a  systematic  effort  to  shift  a  part  of 
the  public  and  corporate  expenditures  from 
the  time  of  high  costs  to  the  times  of  rela- 
tively low  costs  might  be  sufficiently  success- 
ful to  materially  modify  the  extreme  condi- 
tions. It  must  be  borne  in  mind  that  it  is 
quite  as  desirable  to  keep  building  costs 
from  running  away  in  times  of  prosperity 
as  to  avert  the  depressions  that  always  fol- 
low. The  total  amount  expended  in  this 
country  upon  construction  work,  including 
all  branches  of  government,  probably  closely 
approaches  $1,000,000,000  per' year. 

Since  the  war  Germany  has  adopted  an 
extensive  public  works  program  for  the  pur- 
pose of  taking  care  of  unemployment.  The 
Ministry  of  Labor  of  the  Republic  subsidizes 
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local  works  to  the  extent  of  three-sixths,  the 
state  pays  two-sixths  and  the  municipality 
pays  the  remaining  one-sixth. 

Senator  Kenyon,  of  Iowa,  introduced  in 
192 1  a  bill  to  "prepare  for  future  cyclical 
periods  of  depression  and  unemployment  by 
systems  of  public  works"  which  was  reported 
favorably  by  the  Senate  Committee  on  Edu- 
cation and  Labor.  It  authorized  all  federal 
public  works  agencies  to  make  advance  engi- 
neering plans  and  to  keep  them  up  to  date 
so  that  when  an  unemployment  period  arises 
a  congressional  appropriation  would  result  in 
immediate  construction. 

Prevention   of  Inflation 

We  come,  next,  to  the  third  proposal,  the 
management  of  the  banking  system  so  as  to 
prevent  inflation  and  consequently  the  col- 
lapse which  follows  inflation.  This  is  the 
proposal  which  is  now  most  prominently  be- 
fore the  business  public  and  the  one  that  has 
most  immediate  possibilities.  It  is  one,  how- 
ever, about  which  there  is  much  popular  mis- 
understanding, the  public  holding  a  suspicious 
attitude  toward  all  proposals  for  the  restric- 
tion of  credit.  We  shall  try  to  simplify  our 
discussion  of  it  by  confining  ourselves  to  the 
barest  essentials. 

The  proposal  is  based  on  a  proposition 
developed  in  our  discussions  of  money,  bank- 
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ing,  credit,  and  the  general  movement  of 
prices;  namely,  that  a  sustained  rise  in  gen- 
eral prices,  such  as  usually  precedes  a  crisis, 
cannot  take  place  unless  there  is  made  avail- 
able a  volume  of  bank  credit  that  is  so  large 
as  to  be  unhealthy. 

Credit  Expansion  and  Production 

The  transaction  of  business  on  a  credit 
basis,  involving  extensive  use  of  bank  credit, 
should  take  place  in  proper  relation  to  the 
pace  of  production  and  to  the  level  of  prices, 
as  we  have  already  pointed  out.  A  rising 
tide  of  production  naturally  will  call  for 
more  credit,  and  this  is  a  legitimate  demand. 
So  long  as  the  industries  are  taking  up  slack, 
with  the  volume  of  production  actually  in- 
creasing, the  rise  of  prices  will  be  compara- 
tively small.  The  excessive  rise  of  prices, 
which  is  properly  described  as  inflation, 
takes  place  after  production  has  reached  the 
limit  of  present  capacity,  and  is  due  to  the 
fact  that  demand  for  the  time  being  is  in 
excess  of  supply.  There  is  danger  that  the 
rise  of  prices  beyond  this  point  will  be  in- 
effective as  to  immediate  production  and 
misleading  as  to  industrial  development, 
stimulating  speculation  and  producing  the 
unbalanced  situation  which  results  eventually 
in  a  crisis  and  reaction. 

Evidently  it  is  desirable  that  a  check  be 
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given  to  the  expansion  of  credit  when  it  has 
been  carried  to  the  point  where  inflation  be- 
gins, but  that  point  is  not  so  marked  as  to 
be  readily  observable,  and  this  makes  the 
difficulty  about  regulation.  The  individual 
business  man  is  responsive  to  the  demands 
upon  him  for  the  goods  or  services  he  is 
supplying,  anxious  of  course  to  meet  them; 
the  individual  banker  in  like  manner  is  re- 
sponsive to  the  demands  for  credit  by  his 
customers,  who  say  that  perfectly  good  busi- 
ness is  offering.  It  may  be  that  from  the 
standpoint  of  neither  one  does  there  seem  to 
be  any  occasion  for  applying  the  brakes,  al- 
though with  a  more  comprehensive  view  the 
signs  of  inflation  are  apparent. 

The  Federal  Reserve  System 

The  new  Federal  Reserve  System  has  in- 
troduced an  element  into  this  situation  that 
was  not  there  before  and  one  that  has  large 
possibilities,  either  for  good  or  for  ill.  This 
is  the  element  of  control,  a*id  it  rests  on  two 
circumstances:  first,  the  requirement  that 
member  banks  keep  their  legal  reserves  in 
the  Federal  reserve  banks,  and  second,  the 
authority  given  to  the  reserve  banks  to  influ- 
ence the  quantity  of  credit  borrowed  from 
them  by  member  banks. 

The  Federal  reserve  banks  pay  no  inter- 
est on  the  reserves  kept  with  them  hy  mem- 
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ber  banks,  but  they  do  of  course  charge 
interest  on  funds  borrowed  by  member 
banks.  The  charge  appears  in  what  is  called 
the  "rediscount"  rate,  which  is  fixed  in  each 
district  by  the  management  of  the  Federal 
reserve  bank  of  that  district — subject  to  the 
approval  of  the  supervisory  body,  the  Fed- 
eral Reserve  Board  at  Washington.  Control 
of  the  rediscount  rate,  then,  is  the  method 
by  which  the  borrowings  of  member  banks 
may  be  encouraged  or  discouraged  and  the 
quantity  of  circulating  credit  controlled.  An 
increase  in  that  rate  naturally  tends  to  de- 
crease borrowing;  a  decrease  in  the  rate 
tends  to  increase  borrowing;  how  effective 
these  tendencies  may  be  is  a  matter  upon 
which  opinions  differ,  but  their  existence  is 
conceded  by  everybody. 

What  this  situation  means  for  the  public 
welfare  depends  partly  upon  the  extent  of 
the  power  possessed  by  the  central  author- 
ities, and  partly  upon  the  policy  which  the 
latter  pursue  in  the  use  of  their  power.  Let 
us  consider  first  the  matter  of  policy. 

New  Principle  of  Banking  Policy 

With  the  establishment  of  control  over  a 
central  reserve  fund  in  the  hands  of  the  Fed- 
eral reserve  authorities,  a  distinction  was 
made,  for  the  first  time  in  this  country,  be- 
tween  the  management  of  a  bank   and  the 
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management  of  a  banking  system.  Thus  it 
was  implicitly  recognized  that  a  member 
bank,  following  ordinary  business  principles, 
might  legitimately  follow  any  lending  policy 
it  saw  fit  to  follow,  within  the  requirements 
of  the  law,  so  far  as  its  own  reserves  are 
concerned.  It  might  lend  conservatively, 
always  maintaining  a  considerable  margin, 
or  lend  freely,  keeping  itself  constantly 
"loaned  up"  to  the  limit  set  by  its  reserves. 
But  a  different  policy  was  to  be  followed 
with  reference  to  the  reserves  of  the  Fed- 
eral reserve  banks  themselves;  they  were  not 
intended  ever  to  lend  up  to  the  full  limit  of 
their  reserves  and  their  loans  to  member 
banks  were  to  be  governed  by  this  considera- 
tion. Loans  made  by  member  banks  to  the 
general  public,  after  these  banks  had  ex- 
hausted their  own  resources  and  had  taken 
to  borrowing  at  the  Federal  reserve  bank, 
came  thus  indirectly  to  be  limited  by  the 
same  consideration. 

Now  upon  what  principles  shall  the  Fed- 
eral Reserve  System  determine  rediscount 
rates  and  regulate  the  volume  of  their  loans? 
If  they  change  the  rate  from  time  to  time, 
as  the  Bank  of  England  has  always  done, 
and  as  is  a  natural  procedure  in  view  of  the 
movements  In  the  money  market,  shall  they 
make  the  change  as  private  banks  do,  raising 
It  only  when  their  reserve  ratio  Is  low  a^d 
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lowering  it  only  when  their  reserve  ratio  Is 
high?  Or  shall  they  follow  some  different 
policy?  These  are  difficult  questions,  to 
which  only  approximate  answers  can  be 
given,  and  these  only  by  recalling  the  primary 
purpose  of  the  Federal  Reserve  System. 

Three  rules  may  be  safely  laid  down,  all 
of  which  bear  on  the  problem  of  preventing 
convulsions  in  business. 

Three  Rules  of  Banking  Policy 

The  first  rule,  of  course.  Is  that  the  Fed- 
eral reserve  banks  should  protect  their  re- 
serves so  as  never  to  have  these  completely 
exhausted.  Otherwise  these  banks  would  be 
in  no  position  to  lend  freely  (at  high  rates) 
as  may  be  necessary  In  emergencies  created 
by  a  crisis.  But  this  rule  does  not  of  Itself 
go  far  enough  to  prevent  Inflation. 

The  second  rule  Is  that  the  official  rate  of 
rediscount  should  be  as  a  rule  above  the 
market  rate.  This  Is  the  policy  long  fol- 
lowed by  the  Bank  of  England,  and  In  view 
of  the  competitive  conditions  existing  be- 
tween the  numerous  independent  banks  of 
this  country,  there  is  even  stronger  reason 
for  its  application  here  than  there.  Since 
the  function  of  the  reserve  banks  Is  to  keep 
banking  resources  in  reserve,  the  member 
banks  should  not  have  the  incentive  of  profits 
to  encourage  them  to  expend  their  loans  be- 
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yond  their  own  resources.  It  was  not  the 
primary  purpose  of  the  reserve  act  to  largely 
increase  the  amount  of  credit  in  ordinary  use, 
but  to  give  greater  elasticity  to  the  supply, 
and  to  protect  the  country  against  the  sus- 
pension of  banking  facilities,  including  cash 
payments,  in  times  of  crisis.  The  lending 
powers  of  the  member  banks  however,  were 
increased  by  the  reduction  of  the  reserve  re- 
quirements, this  being  deemed  practicable  on 
account  of  the  new  protection  afforded  by 
the  system.  To  go  farther,  and  encourage 
constant  use  of  the  lending  powers  of  the 
reserve  banks  would  be  to  encroach  upon 
resources  intended  to  be  kept  in  reserve. 

Further  reason  for  maintaining  rediscount 
rates  above,  rather  than  below,  the  open 
market  rates  is  found  in  the  fact  that  the 
proceeds  of  rediscounts  when  passed  to 
credit  of  the  rediscounting  bank,  create  lend- 
iixg  power  in  excess  of  the  sums  borrowed. 
The  use  of  credit  as  the  basis  of  still  more 
credit  is  clearly  an  inflationary  process,  justi- 
fied only  for  emergency  purposes,  and  to  be 
exercised  only  with  great  caution. 

Relating  Credit  to  Production 

The  two  rules  for  preventing  inflation 
that  we  have  now  considered,  though  both 
good  ones,  are  not  commonly  believed  to  be 
adequate  to  prevent  inflation.     A  third  rule 
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has  consequently  been  proposed  to  supple- 
ment the  other  two.  This  rule  departs  de- 
cidedly from  the  rules  most  familiar  in  the 
management  of  individual  banks.  It  states 
that  the  Federal  reserve  bank  should  raise 
rediscount  rates,  and  thus  discourage  the  ex- 
pansion of  loans,  before  its  reserve  ratio  be- 
comes low:  namely,  when  carefully  collected 
statistics  on  the  production  of  commodities 
show  that  the  productive  capacity  of  the 
country  has  for  the  time  being  been  reached. 
This  suggestion  is  sponsored  by  many 
economists,  bankers,  and  business  men.  It 
emanates  in  particular  from  Professor  O. 
M.  W.  Sprague,  long  known  as  one  of  the 
most  profound  students  of  banking,  and  is 
endorsed  by  Professor  Mitchell,  already  re- 
ferred to  in  these  pages  for  his  knowledge  of 
crises.  It  is  considered  by  many  men  in  the 
financial  world  to  be  the  most  promising 
suggestion  in  the  field  of  banking  policy  that 
has  been  made  since  Bagehot  laid  down  his 
famous  rule  for  "panic  financiering"  in  1873. 
Its  adoption,  however,  if  found  to  be  desir- 
able, will  be  delayed  by  three  circumstances. 

Three  Lines  of  Advance 

1  he  first  is  the  need  for  more  adequate 
Index  numbers  of  production.  These  must 
cover  a  wide  range  of  industries  and  must  be 
available  month  by  month.  Instead  of  year  by 
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year,  as  is  the  case  with  most  of  the  index 
numbers  heretofore  In  use.  This  technical 
requirement  is  one  that  should  be  easy  to 
meet  when  serious  effort  Is  devoted  to  it. 

The  second  delaying  circumstance  Is  the 
reluctance  with  which  the  many  members  of 
the  financial  public  will  look  on  any  depart- 
ure from  the  traditional  rule  of  adjusting 
Interest  rates  In  strict  accordance  with  re- 
serve ratios.  Private  or  Individual  banks 
naturally  adhere  to  the  traditional  rule  In 
order  to  keep  funds  fully  employed,  and  the 
need  for  a  different  rule  In  the  management 
of  the  central  banks  is  not  evident  to  merely 
superficial  consideration.  The  wearing  away 
of  the  natural  reluctance  along  this  line  will 
take  time,  but  we  may  hope  to  see  It  occur 
as  more  men  come  to  appreciate  the  dis- 
tinction between  the  proper  policy  for  an 
individual  bank,  pressed  by  competition,  and 
the  proper  policy  for  a  banking  system, 
charged  with  special  responsibility  for  the 
public  welfare. 

The  third  circumstance  which  will  delay 
the  time  when  this  rule  can  become  effective 
Is  the  fact  that  but  one-third  of  our  banks, 
possessed  of  but  two-thirds  of  our  banking 
resources,  belong  at  present  to  the  Federal 
Reserve  System.  The  other  banks,  natur- 
ally, will  be  but  Indirectly  affected  by  the 
policy  of  the   Federal   Reserve   Board.-     If 
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the  rule  is  a  good  one,  however,  and  ob- 
tains proper  backing  before  the  public,  wc 
may  perhaps  hope  that  absence  of  the  out- 
side banks  from  the  system  will  not  be  an 
insurmountable  obstacle.  They  may  be 
themselves  brought  together  in  some  way, 
or  they  may  join  the  system,  or  their  in- 
dividual policies  may  be  brought  into  line 
with  good  public  policy  in  other  ways. 

Need  for  Cooperation 

Practical  results  along  the  line  of  prevent- 
ing the  abuse  of  credit  are  not  to  be  obtained 
by  the  efforts  of  any  single  class  in  the  com- 
munity, such  as  bankers,  although  the  more 
far  sighted  among  the  latter  may  well  take 
the  lead  in  urging  the  public  to  pursue  sound 
monetary,  banking,  and  credit  policies.  Con- 
sumers, retailers,  wholesalers,  contractors, 
manufacturers,  and  farmers  have  duties  to 
perform  in  the  matter  and  are  under  obliga- 
tion to  avoid  the  abuse  of  credit  and  to 
learn  the  principles  involved  in  the  proper 
control  of  credit. 

Fundamentally,  the  use  of  credit  Is  bene- 
ficial only  as  it  secures  the  more  complete 
and  effective  use  of  the  available  wealth  of 
the  country  in  production.  The  real  gains 
of  society  come  by  production,  and  the  risks 
to  be  taken  by  enterprisers  in  carrying  on 
production  arc  made  more  incalculable  and 
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difficult  by  the  price  fluctuations  which  result 
from  the  improper  use  of  credit  by  all  par- 
ties concerned.  Cooperative  action  among 
all  parties  directed  toward  the  desired  end, 
is  indispensable. 

After  all,  however,  the  final  word  here 
must  be  directed  toward  business  men,  mean- 
ing enterprisers,  those  charged  with  the 
framing  and  execution  of  business  policies. 
Consideration  of  their  situation  will  conclude 
our  discussion. 

Where  Initiative  Rests 

With  business  men,  rather  than  with  bank- 
ers or  with  consumers,  rests  the  initiative 
which  leads  in  some  cases  to  the  overexpan- 
sion  of  business  and  in  other  cases  to  a  de- 
gree of  contraction  that  is  harmful  to  the 
public  welfare.  Their  decisions  to  go  ahead 
on  a  large  scale,  for  instance,  in  times  of 
unusual  prosperity,  are  the  decisions  which 
bankers  and  investors  are  afterwards  called 
upon  to  make  effective  by  furnishing  the 
necessary  funds  and  which  wage-earners  and 
others  are  still  later  engaged  in  carrying  out. 
The  decisions  of  business  men,  then,  should 
be  based  on  the  soundest  principles  and  but- 
tressed by  the  fullest  possible  information. 
One  practical  suggestion  along  this  line  de- 
serves special  emphasis. 

Business  men  of  all  sorts  need  more'  or,- 
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ganized  Information  than  Is  yet  available 
concerning  the  current  development  of  busi- 
ness, including  especially  consumption  and 
production.  Possession  of  such  information 
will  enable  them  to  strike  at  the  roots  of  the 
problem  of  strengthening  the  Industrial  or- 
ganization; of  co-ordinating  Its  activities  to 
promote  both  economy  and  stability;  of  safe- 
guarding Its  operations  in  the  broadest  and 
most  effective  way.  Providing  definite  In- 
formation for  the  guidance  of  enterprisers 
will  eliminate  to  a  great  degree  the  uncer- 
tainties and  the  exaggerations  which  are  so 
largely  responsible  for  the  extreme  move- 
ments. The  more  accurately  the  business 
world  can  be  Informed  about  production  in 
all  branches,  and  about  commodity  stocks, 
current  distribution,  and  current  consump- 
tion, the  less  likelihood  of  developments  that 
will  carry  the  business  world  out  of  balance. 
Gathering  this  information,  organizing 
and  interpreting  it,  and  putting  It  Into  shape 
for  the  guidance  of  business  is  the  field  of 
the  statistician  and  the  business  economist. 
It  Is  a  field  for  more  than  routine  work; 
it  is  a  field  for  scientific  study.  The  work 
is  that  of  mapping  the  Industrial  field,  of 
plotting  the  wants  and  resources  of  society, 
and  of  setting  those  wants  and  resources 
over  against  each  other  in  a  manner  so  in- 
forming and  so  graphic  as  to  secure  the  best 
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practical  adjustment  of  the  one  to  the  other. 

The  information  needed  includes,  for  ex- 
ample, such  items  as  the  volume  of  sales 
along  various  lines,  measured,  not  in  dollars, 
but  in  pounds,  dozens,  tons,  and  the  like. 
The  aggregate  volume  of  accumulated  or- 
ders, of  shipments  from  stock,  of  production 
for  stock  and  for  immediate  shipment,  line 
by  line,  and  industry  by  industry,  should  be 
made  available  promptly  to  all  who  are  en- 
gaged in  any  trade  and  to  the  general  public, 
as  well. 

Government  statistics  have  commonly  been 
supplied  too  tardily  for  current  use  as  a  guide 
in  immediate  business  operations,  but  evi- 
dently this  is  a  condition  which  can  and 
should  be  remedied.  Information  vouched 
for  and  given  to  the  public  by  government 
authorities  naturally  commands  confidence. 

Collecting  Statistics 

The  collection  of  statistics  by  individual 
firms  and  trade  associations  is  comparatively 
new,  but  rapidly  developing.  In  this  connec- 
tion we  have  an  exhibition  of  the  prejudice 
against  anything  like  cooperation,  or  any- 
thing that  suggests  a  mitigation  of  uncom- 
promising hostility,  between  competitors. 
Central  bureaus  of  information  for  trades 
have  been  understood  to  be  under  surveil- 
lance.     It    goes    without    saying    that    they 
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should  not  be  made  a  cover  for  illegal  pro- 
ceedings, but  the  collection  and  distribution 
of  reliable  information,  of  a  class  necessary 
to  secure  an  approximate  adjustment  of  sup- 
ply to  demand,  is  in  the  interest  of  stability 
and  good  service.  With  the  development  of 
industry  to  the  scale  upon  which  it  is  now 
conducted,  such  information  is  necessary  to 
intelligent  and  economical  management.  The 
idea  that  great  establishments  like  those  en- 
gaged in  meat-packing  for  instance,  should 
be  required  to  ignore  one  another's  existence, 
and  that  each  must  conduct  its  own  business 
without  any  information  as  to  what  any 
other  is  doing,  is  unreasonable  and  not  in 
the  interest  of  efficient  public  service. 

The  fear  that  any  degree  of  cooperation 
in  such  matters  will  put  the  competitive  prin- 
ciple in  peril  indicates  that  the  strength  of 
competitive  motives  is  not  appreciated.  The 
competitive  impulse  is  deeply  seated,  and  a 
showing  of  unusual  profits  may  be  trusted 
to  keep  it  alive.  Here,  as  elsewhere,  the 
remedy  is  not  in  suppressing  information  but 
in  full  publicity  for  all  information  bearing 
on  the  subject. 

There  is  not  the  slightest  likelihood  that 
all  the  statistics  that  can  be  gathered  will  put 
an  end  to  differences  of  opinion,  but  an  in- 
crease of  trustworthy  information  will  raise 
the  level  of  discussion,  and  tend  to  make  it 
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more  constructive  and  enlightening.  And  so 
the  possession  of  common  information  about 
production  is  not  going  to  ehminate  the  am- 
bition of  men  to  attain  positions  of  leader- 
ship. That  is  unquenchable,  for,  even  if 
selfish  motives  are  eliminated,  the  altruistic 
motive  will  take  their  place.  The  aim  of 
society  should  be  to  bring  the  contest  and 
the  striving  out  into  the  open,  where  it  will 
excite  either  the  cupidity  or  the  emulation  of 
others,  but  with  faith  always  that  the  higher 
motive  is  to  supersede  the  lower. 

Conclusion 

We  shall  not  attempt  to  sum  up  in  detail 
the  entire  discussion  of  panics,  crises,  and 
depressions  which  is  here  brought  to  con- 
clusion. It  will  Le  useful,  however,  for  us 
to  recall  the  thread  which  has  run  through 
the  whole  discussion. 

Panics,  crises,  and  depressions,  with  all 
their  discouraging  effects,  are  the  results  of 
a  complex  set  of  factors  which  operate  dur- 
ing periods  of  intense  prosperity.  They  are 
neither  easy  to  understand  nor  easy  to  cure, 
but  panics  at  least  have  become  so  well 
understood  that  their  prevention  from  now 
on  is  altogether  likely.  Unhealthy  and  dis- 
jointed movements  of  prices  play  a  central 
part  in  the  genesis  of  crises  and  depressions, 
and  are  accompanied  by  maladjustments  in 
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production,  which  testify  to  the  miscarriage 
of  misguided  business  policies. 

Better  foresight,  better  information,  and 
better  cooperation  among  all  parties  con- 
cerned, we  may  hope,  will  eventually  prevent 
price  movements  from  running  away,  estab- 
lish more  regular  and  better  balanced  pro- 
duction, and  achieve  in  the  end  the  preven- 
tion of  those  developments  during  periods 
of  prosperity  which  have  in  the  past  been 
responsible  for  the  calamities  accompanying 
crises  and  depressions. 


88 


/ 


/ 


